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FOREWORD

In writing a book on this subject, an accountant is confronted
with two possibilities: (1) to set forth only such procedures as he
might consider suitable to one particular engagement which he
might select as a sample, or (2) to set forth in a broader fashion
and in more detail the procedures which might be adopted in a
number of typical examples, although all of them would never be
expected to be followed in any one examination. In the first case,
his book would deal with only the bare minimum requirements
of every audit and the additional procedure adopted for the one
example selected, but this would give an inadequate impression
of the usefulness of audits in general and it was therefore decided
that this book should follow the second alternative. It should be
understood that where the imperative or obligatory verbs are used
they apply only to certain engagements and not of necessity to
every engagement. Discussions attempting to make this point clear
are not intended to convey the thought that audits are either un
certain or superficial but rather are intended to emphasize the im
portance of individual judgment with respect to each engagement
and each feature of the program selected for that engagement.

PREFACE

Financial Examinations was written by F. W. Thornton to supply
in a brief text some explanation of the reasons for the steps in the
examination program outlined in the Federal Reserve bulletin en
titled Verification of Financial Statements, and to set forth in more
detail other steps applicable to the examination of statements of
medium or smaller sized companies.
Since Mr. Thornton’s book was published in 1933, there have been
important developments materially affecting the preparation of cor
porate accounts and the practice of public accountants. In addition
to the activities of the American Institute of Accountants, through
its many committees, and of the various state C.P.A. societies, sig
nificant changes have been brought about in reports to stockholders
and prospective investors through the efforts of the following: Com
mittee on Stock List of the New York Stock Exchange; Securities
and Exchange Commission, charged with the administration of
the federal securities act of 1933 and the securities exchange act of
1934; and the Federal Business Advisory and Planning Council.
Increased emphasis has been placed upon the adoption of definite
accounting principles and consistency in their application.
As the result of these developments, the American Institute of
Accountants prepared and published in 1936 a bulletin entitled
Examination of Financial Statements by Independent Public Ac
countants in which the procedures outlined in the previous Federal
Reserve Board bulletin are revised in accordance with current ac
counting thought and practice. The revised bulletin has been made
more comprehensive and furnishes a program for an examination
considered adequate to enable an accountant to sign a report on
financial statements to be submitted to creditors or stockholders. It
also contains a discussion of the nature and forms of presenting
such statements. This Institute bulletin is reprinted in full as an
appendix of this book.
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PREFACE

It is the purpose of this book to discuss more comprehensively ac
counting procedures and principles outlined in the Institute bulletin
and the reasons for their adoption. It is stated in the bulletin that
no standard audit program can be applicable to all types of businesses
or to all the diverse circumstances which may be encountered, and
the program outlined is submitted as an example of the examinations
of the financial statements and accounts of a small or moderate
sized manufacturing or merchandising concern. Optional procedures
and modified procedures applicable to larger companies are also sub
mitted and in this volume discussed at some length. A number of
controversial points are introduced, and the suggestions made are,
of course, influenced by personal opinions. Acknowledgment is due
to several accountants who have materially assisted me in my at
tempt to set forth what I consider sound practices in such matters,
and particular acknowledgment is due to Mr. Thornton for permis
sion to draw freely upon the plan and content of his book, Financial
Examinations.
D. L. Trouant

New York, N. Y.
January, 1937
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CHAPTER I

CHARACTER AND SCOPE OF THE EXAMINATION
The Institute bulletin published in January, 1936, has as its title

Examination of Financial Statements by Independent Public Ac
countants. Before considering the audit procedures outlined in that
bulletin, it is desirable to review carefully the meaning of the terms
used in its title.

“Examination
An accountant’s report on published financial statements is usu
ally brief:

To the Board of Directors of A Company:
We have made an examination of the balance-sheet of A Company as
at June 30, 1936, and of the statement of income and surplus for the
fiscal year ended on that date. In connection therewith, we examined
or tested accounting records of the company and other supporting evi
dence and obtained information and explanations from officers and em
ployees of the company; we also made a general review of the account
ing methods and of the operating and income accounts for the year,
but we did not make a detailed audit of the transactions.
In our opinion, based upon such examination, the accompanying
balance-sheet and related statement of income and surplus fairly present,
in accordance with accepted principles of accounting consistently main
tained by A Company during the year under review, its position at
June 30, 1936, and the results of its operations for the year.
New York, N. Y.
August 22, 1936
C. P. Adams & Co.
What is the significance of this report and what has the accountant
done to justify his signature?
All the following chapters deal with these questions, but, in a
typical case, the answers might be briefly summarized as follows:
Adams has been asked by Mr. Day, treasurer, to make an exam
1
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ination for the purpose of reporting on statements to be issued to
stockholders and to banks. Adams has called on Mr. Day; he has
reviewed and discussed the accounting records, previous company
statements, scope of the examination and special points to be cov
ered in a detailed report for the management; he has satisfied him
self that the company is reputable, has interviewed the company’s
previous accountants and decided that the reasons for the change of
accountants are not such as to cause him embarrassment; he has
agreed upon the basis of his charges for services; he has accepted
the engagement and written a letter of acceptance setting forth also
that his responsibility with respect to the detailed accuracy of the
records is to be limited to the extent of the test checks upon which
he and Mr. Day have agreed.
At the beginning of his examination, Adams has carefully re
viewed the accounting records and the methods adopted by the
company to provide for proper directors’ and officers’ approvals of
transactions, to divide clerical duties in such a way that each trans
action passes the inspection of more than one employee or officer,
and thus to provide for the completeness and accuracy of the records
of all transactions. He has summarized his findings with respect to
these phases of “internal control” and decided to what extent the
detailed transactions should be checked and whether customers
should be requested to confirm the balances shown by the books.
Following these preliminary, but important, steps, the main work
of examination has been undertaken.
Adams and his assistants have examined or tested, in varying
degrees of completeness, the corporate records, charter, bylaws,
minute books, trust indentures, share certificate books, important
contracts; the general and subsidiary ledgers and the books of
original entry from which they have been posted; supporting evi
dence of the entries, cheques, invoices, inventory sheets, tax returns,
etc.; cash on hand, securities owned and notes receivable.
Confirmations have been obtained from banks with respect to
cash balances, securities held, notes payable, etc.; from registrars and
transfer agents for funded debt and capital stock outstanding; and
in certain cases from customers and creditors.
Additional information and explanations have been received from
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various employees and officers of the company, and the more im
portant phases of such information have been summarized and con
firmed to Adams in letters signed by the principal officers and em
ployees in charge of the various matters discussed.
Adams and his assistants have recorded on schedules the figures
and other data obtained, together with memoranda of the work
done. These schedules have been reviewed, cross-referenced and
analyzed. It has been possible to assemble in fairly condensed form
the more important information relative to the financial affairs of
the company and thus to facilitate the study of its position and to
retain a record of the work done and the findings. Suggestions have
been made for improving the accounting records both in simplicity
and accuracy.
Throughout the examination, consideration has been given to the
soundness of the accounting principles adopted by the company and
the consistency and accuracy with which these principles have been
applied in the accounts. Adjustments to the accounts have been sug
gested by Adams and discussed with Day and other officers of the
company. Day has not agreed to some of the proposed adjustments,
but on the basis of further investigation and the reasoned opinions
of officers having more intimate knowledge of the business, Adams
has satisfied himself that he may properly sign an unqualified report
on the statements without making these adjustments.
Financial statements for inclusion in the annual report and for
presentation to the banks have been discussed as to form and content
with the officers of the company. Although final responsibility for
the statements rests upon the company, Adams has recognized his
divided responsibilities to the company, its creditors, stockholders
and management.
The differences of opinion as to the amount of information to be
shown in the statements and the proper emphasis to be given to
various data having been settled, the financial statements have been
finally prepared and Adams has signed his report thereon.
“Financial Statements”:

As stated in the Institute bulletin, “financial statements are pre
pared for the purpose of presenting a periodical review or report on
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progress by the management and deal with the status of the invest
ment in the business and the results achieved during the period
under review”. The financial statements usually submitted to stock
holders and creditors are a balance-sheet and a statement (or state
ments) of profit and loss and surplus for a period ending on the
balance-sheet date. Other financial statements may show the changes
in balance-sheet accounts during the period, such as summaries of
changes in plant or reserves, or may furnish additional details in
support of any of the previously mentioned statements. The forms
specified by the regulations of the Securities and Exchange Commis
sion provide a good example of more complete statements and sup
porting schedules.
A discussion of the nature of financial statements may be centered
around four propositions:

I—Financial statements are not capable of exactness but rather represent
the application of judgment, accounting principles and conventions
to certain economic facts and transactions.
In the discussion of the meaning of an “examination”, em
phasis has been placed upon the fact that the form and content of
the final statements are largely matters of opinion. Accounting
records, from which financial statements are prepared, are devoted,
primarily, to recording the flow of individual transactions—to re
flect purchases and sales, cash received and paid, debts receivable
and payable. In the preparation of financial statements, it is neces
sary to stop this flow of transactions, and to determine how fast and
in which direction the income stream has been flowing (the state
ment of profit and loss) and to measure the resources accumulated
and retained (the balance-sheet). The flow is continuous, but in
most businesses there are certain seasons when the current is less
swift and measurement may more easily be made—thus constituting
one reason for the adoption of the “natural business year”. Estimates
are, of course, necessary, since the flow of transactions can not actu
ally be stopped until the company ceases to do business and its
assets are all distributed to creditors and stockholders; and it is only
then that the results of the company’s operations and its financial
position can be determined with complete accuracy.
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In order to measure the direction and velocity of the income
stream, as mentioned above, it is obviously necessary to divert this
income stream from the main flow of transactions. The determina
tion of the amounts to be diverted—the differentiation between in
come and capital—constitutes one of the major problems of the
accountant. It is essential in modern business that payments be
made in anticipation of profits at subsequent dates; the benefits
expected from expenditures may not be received until several years
have passed or they may not be realized at all. Expenditures for
plant, purchases of materials for manufacture, payments for wages
and various other disbursements are all made in the expecta
tion of profits at some more or less distant future date. Another de
gree of uncertainty enters when products are delivered to customers
on terms providing for payment at dates from ten days to five years
later. And, thirdly, human or physical or economic factors, quite
beyond the control of the company, may materially affect the pros
pects of profits. At any specific date there may be innumerable
transactions in an intermediate stage of completion.
To meet the problem of resolving these complexities into reason
ably simple and consistent financial statements, various accounting
principles and conventions have been developed. Progress in ac
counting has been made by evolutionary development paralleling
business practices and with varying degrees of general acceptance.
Accounting principles and conventions are difficult to summarize,
but a few examples may suffice to indicate their nature:

Everything having a value has a claimant.
In this axiom lies the basis of double-entry bookkeeping and from it
arises the equivalence of the balance-sheet totals for assets and liabilities
which may lead the layman to believe that all the figures included
must be exact.
“The balance-sheet of a going concern shall be prepared on the as
sumption that the concern will continue in business.”
“Plant assets, permanent investments and intangibles are usually
stated at cost or on some other historical basis without regard to pres
ent realizable or replacement value. Assets such as inventories and
accounts receivable are commonly stated at their going-concern value,
which is usually greater than the realizable value in forced liquida-
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tion. Certain assets only, notably cash and readily marketable securi
ties, are customarily stated at values which do not depend upon
continuance of the business. In sharp contrast are the nominal assets,
such as unamortized discount, the value of which might entirely dis
appear if the concern were to go out of business.” (Institute bulletin.)

Profits cannot be realized until the capital has been conserved; or,
profits cannot be determined until provision has been made for all costs
entering into the transactions from which the profits arose.
Hence the practice of providing for depreciation and depletion of oper
ating assets and the care in distinguishing between amounts charge
able to property accounts and amounts chargeable against earnings for
repairs and maintenance. In determining the profits on completed
transactions, provision should preferably be made for unrealized losses
on the same or related operations. Inventory reductions to market
prices and provisions for losses on future commitments are examples
of the application of this principle. Provision usually need not be
made for unrealized losses on capital assets.
Profits and income should be reflected in income and surplus accounts
only when realized.
Profit is deemed to be realized when a sale in the ordinary course of
business is effected, unless the circumstances are such that the collec
tion of the sales price is not reasonably assured. Provisions for loss on
bad debts and for loss of profit on merchandise or containers to be
returned by customers and deferment of profit on instalment sales
are in accord with sound practice. Dividends on treasury capital stock
do not constitute income. Dividends received in capital stock and
dividends from subsidiary companies are income only if they represent
distribution of earnings since acquisition of the investments.
No profit or loss can be realized by a company on transactions in its
own capital stock as such.
Acquisition and subsequent reissuance of shares of a company’s own
capital stock is not comparable to purchase and sale of investments.
Differences between cost and stated value and between stated value
and reissue price represent capital premium or discount rather than
profit or loss.
Amounts affecting profit and loss should be reflected in the profitand-loss statement, either in the year to which the amount applies or
in the year in which the amount is determined.
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Charges against capital surplus or against unrealized profits should
not be made to relieve income accounts of charges properly applicable
thereto. Similarly, charges should not be made against earned surplus
if the result would be to distort the amounts of earnings for the cur
rent year or for a period of years,
Surplus should be divided, where practicable, between “earned surplus”
and “capital surplus.”
These accounts may be further divided to show the amount available
for dividends and the sources of capital surplus. Statutory provisions
as to surplus do not necessarily govern the presentation in accounts.

Assets realizable within one year and liabilities payable within one
year are ordinarily shown as “current”.
Classification of balance-sheet accounts is necessary to proper inter
pretation and the relation between the amounts of current assets and
current liabilities is particularly significant. The arbitrary period of
one year has been generally adopted as being applicable to most com
panies. Because of their effect upon the presentation of the current
position, offsets of assets against liabilities are more dependent upon
the actual mode of settlement than upon the legal aspect, and such
offsets are generally discouraged.
Amounts due from stockholders, officers and employees and from affili
ated companies should be separately shown and liabilities to such per
sons are preferably to be segregated.
Since amounts due to or from persons closely connected with the
company may be significant, separate statement of such amounts is
generally considered necessary to adequate disclosure.
Within the limits of generally accepted principles, many varia
tions in application may be proper. For example, depreciation pro
visions may be computed in accordance with the straight-line method
or on a sinking-fund basis or on reducing balances; cost, for in
ventory computations, may be actual cost of specific lots, average
cost or standard costs approximating average costs; and market
prices may be replacement cost, reproduction cost, sales commitment
prices or net realizable prices. Moreover, conventional trade practices
may modify the basis for determining the amounts and classifica
tions of current assets and current liabilities. But the importance of
accounting principles and conventions lies not in their uniformity

8
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as between companies, but in the consistency with which they are
applied by the individual company and the extent to which these
bases of stating the accounts are set forth. If the bases are stated,
the reader is given a better understanding of the balance-sheet; and
if the methods are consistently applied the statement of profit and
loss has much more significance.
Additional emphasis has recently been given to the importance
of information as to how figures have been determined. Instructions
issued by the Securities and Exchange Commission during the last
two or three years are liberally sprinkled with “state the basis of
determining the amount”, and statements of policies and accounting
principles on such matters as depreciation, foreign exchange and
consolidation are also required. Previous practice was more gener
ally directed to disclosing important variations from customary
bases. Similarly, the importance of uniformity of practice from year
to year has recently been emphasized and the form of accountant’s
report suggested by a committee of the American Institute of Ac
countants includes the phrase “in accordance with accepted princi
ples of accounting consistently maintained by the XYZ Company
during the year under review”.

II—A balance-sheet is not an instantaneous picture of a business but is
largely historical in nature.

The balance-sheet date is simply the date at which the records
have been closed, production charges have been computed in order
to determine the cost of the goods manufactured, and the accumu
lated total of expenditures for plant and property has been de
termined. It is not the date when all the assets of the company have
been inventoried, priced and valued. Such valuation on a uniform
basis would be impossible in view of the size and complexity of
present-day businesses.
A balance-sheet does not present an instantaneous picture of the
business, but rather a summary of what is left at a given date. From
a bookkeeper’s point of view, the accounts are almost entirely his
torical in nature—he has recorded the transactions as they occurred,
set up accruing income and expenses, made current provision for
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depreciation and then made a final adjustment for the closing in
ventory of merchandise. In much of his examination, the accountant
adopts the opposite method of ascertaining and confirming the de
tails of the balances shown by the books—he determines the cash
balance, not as the difference between receipts and payments, but
as the sum of the balances in certain banks; the customers’ balances,
not as the difference between sales and cash receipts, but as a sum
of individual accounts; the reserve for bad debts, not as the differ
ence between periodic provisions and write-offs, but as the amount
estimated to be required on the balances at the closing date. In
the case of accounts for property, plant and equipment, intangible
assets, many deferred charges, capital stock and surplus, however,
the accountant must rely upon a review of the propriety and correct
ness of the additions and deductions. In general, financial statements
may be said to represent past transactions which have been sum
marized and adjusted as of a specified date.

III— A statement of profit and loss is historical in character and does not
necessarily afford a satisfactory measure of earning capacity.
In the profit-and-loss statement, also, the amounts record what
has happened, not what might have happened nor what is
going to happen. To be sure, the accountant will endeavor to state
separately the profit from operations, before deducting certain fixed
charges and before unusual income and expenses, in order to ex
plain the results and in so doing afford some basis for judgments
as to the future prospects of the business. He will also endeavor to
state the accounts on a uniform basis from year to year so that
trends may be noted and perhaps projected. There are, however,
inherent difficulties in determining the profits applicable to a partic
ular period, and the shorter the period, the greater are the possibili
ties of error. The ratio of uncompleted transactions to completed
transactions decreases as the period is increased, and, for this reason,
statements for a period of several years attain a greater degree of
accuracy.

IV— Both the balance-sheet and the income statement should be con
sidered in interpreting either the financial position or the earnings

10
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of a company, and statements for several years are desirable in con
sidering the company’s position and prospects.
The balance-sheet and profit-and-loss statement are, of course,
directly connected through the statement of surplus. The inter
dependence of the statements is well recognized by accountants, and
ordinarily accountants do not report upon a balance-sheet without
submitting a profit-and-loss statement or, at least, an analysis of
surplus; and reports upon income statements not accompanied by
balance-sheets are rare. On the other hand, investors are coming to
realize that the earning capacity of the company is a more important
factor in valuation than the net-asset position and for that reason
greater attention is being paid to the income statement.
In the interpretation of financial accounts, the interrelation be
tween the balance-sheet and the profit-and-loss statement and the
changes shown by the comparisons of statements over a period of
years are of fundamental importance. Changes in the amounts of
receivables and inventories should be viewed in the light of changes
in the amounts of sales and in price levels; depreciation provisions
may be compared with property and plant balances; use of the
fixed-price method of inventory determination may tend to level
out profit fluctuations; policies with regard to deferring and amor
tizing expenses may materially affect the allocation of profits be
tween years. Generally speaking, the bases of stating the amounts
shown in the balance-sheet indicate where the line has been drawn
in determining amounts to be included in the statement of profit
and loss; and, on the other hand, the determination of amounts
properly chargeable to expenses for the period results in carrying
forward certain amounts in the balance-sheet.
Financial statements represent the results of attempts to sum
marize in dollars, or other currency units, the operations of a com
pany or group of companies for a specified period and the financial
position of the company at the end of that period. Such statements
reflect the application of accounting principles and conventions to
economic transactions and facts, some of which can not be defi
nitely translated into dollars. The accuracy and informativeness of
the statements are dependent upon complete and accurate records
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of all transactions and upon the sound judgment of the persons
responsible for the determination and application of appropriate
accounting principles.

“Independent Public Accountants”:
What is an independent public accountant? What may he be
expected to contribute to the preparation of financial statements?
An independent public accountant offers his services to the public
as one skilled in the interpretation of business transactions, whose
judgment with respect to the affairs of a particular company is not
prejudiced by reason of financial or other interest in or of employ
ment by the company other than in his professional capacity as
accountant. If he is a certified public accountant, he has met certain
minimum requirements of the state or states in which he received
his certificate with respect to character, training and experience.
To limit the above definition further, it may be mentioned that
a public accountant, as such, is not:

A lawyer—although he should have a knowledge of fundamental
business corporation and tax law and he should be able to tell when the
services of lawyers are required.
An engineer or appraiser—for he is not expected to be able to deter
mine the “value” of a manufacturing plant nor to appraise merchandise.
A financial detective—but his examination should be sufficiently ex
tensive to satisfy him as to the general accuracy and integrity of the
company’s records. He should advise the client on possible improvement
in methods of internal control; and within the scope of his examination
and the records tested, he should use his best efforts to detect irreg
ularities.
A business executive—but he may make worth-while suggestions
as to business policies or at least be able to present the figures upon
which sound decisions may be based.
It should also be mentioned that the public accountant in his
usual examination does not attempt to verify in detail all recorded
transactions nor to discover every omission from the accounts; in
most instances he does not make a detailed audit of all of the trans
actions. He relies to a considerable extent upon steps taken by
the client to ensure the accuracy of the detailed records. Since for
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the sake of accuracy it is recognized to be desirable to have each
entry checked in some way, one or more of the following methods
are customarily employed by corporations:

1. A regular system of internal control whereby the work of each em
ployee is reviewed in the routine duties of another employee.
2. A detailed audit of the records of each department by a separate
internal audit staff of company employees responsible to the directors
or to an officer independent of the controller’s, treasurer’s and book
keeping departments.
3. Examination by independent public accountants.
A public accountant does not adhere to rigid rules. His program
of examination is dependent upon the conditions met in each indi
vidual engagement. The primary object of his examination is to
satisfy himself that the financial statements he is reviewing have
been properly prepared from the books and accounts, and that
there has been adequate independent check of the entries in the
accounts and of the judgment exercised in preparing the statements.
The completeness of his own detailed check of the entries is de
pendent upon his review of the accounting system, taking into
consideration the possible errors or irregularities which might exist,
as compared with the cost of protection against them. The character
of the internal check as outlined hereafter is a very important factor
in enabling the public accountant to reach his decision.
At this point, the following quotation from an address made by
George O. May in 1926 is pertinent:

“An audit is a safeguard; the maintenance of this safeguard entails
an expense; and this expense can be justified only if the value of the
safeguard is found to be fully commensurate with its cost. The cost of
an audit so extensive as to be a complete safeguard would be enormous
and far beyond any value to be derived from it. A superficial audit is
dangerous because of the sense of false security which it creates. Be
tween the two extremes there lies a mean, at which the audit abundantly
justifies its cost.
“The problem is to determine this happy mean, to ensure that the
auditor does not fall short of a reasonable discharge of his duties and
that the investor or lender does not attribute to the audit a greater
significance than it can as a practical matter possess. And it must be
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recognized that skilled dishonesty, especially collusive dishonesty, may
at times and for a time deceive even the auditor who conducts what is
regarded as a reasonable audit, and that this should be so is not to be
regarded as a defect of the system, since as I have said audit procedure
represents a balancing of the consideration of risks on the one side and
cost on the other. As a matter of fact, investors and lenders need pro
tection against deliberate dishonesty less than protection against un
sound practices and undue optimism. In the experience of my firm, and
probably it is also the experience of other firms, cases of deliberate dis
honesty are trivial in number in comparison with cases where misrepre
sentations have been made on the basis of excessive hopes or as the
result of unwillingness to face unpleasant facts or through an incorrect
treatment of facts which there was no attempt to conceal or the ordi
nary procedure of an audit would readily disclose.”
The clients of the independent public accountant are very fre
quently the stockholders or directors of the corporation, his report
is addressed to them and his responsibility primarily is to them.
There are many types of engagements, however, and he is always
willing to assist the management wherever possible during the
course of his examination. The assistance to the management may
be rendered in many different ways: suggestions as to improvements
in accounting methods and records, in the preparation of detailed
or supplementary statements, the direction of attention towards
weaknesses in organization, assistance in the preparation of budget
data, preparation of federal and state tax returns, etc. The manage
ment and the directors must assume responsibility for the accounts
submitted to stockholders and creditors, and they are usually glad
to consult the independent accountant both as to the content of the
statements submitted and the inferences that might be drawn from
them.
The statements prepared for the use of the management are of
necessity more detailed than the annual reports to stockholders. The
management’s responsibility requires a detailed knowledge of all
phases of operations, while stockholders, largely absentee owners
under present corporate organization, are satisfied with summaries
of operating results and conclusions reached by the management. It
becomes more than ever important, therefore, to have a review made
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by an outside person of the summarized reports which might other
wise be tinged by optimism or pessimism resulting from too close
attention to the detailed problems of the moment or hopes for the
future. From the standpoint of the stockholders, therefore, the ac
countant’s responsibility is to determine so far as possible from his
examination that:

Important transactions have been properly approved by the officers
or the directors.
Action has been taken pursuant to all resolutions of the stockholders.
Financial statements submitted to stockholders furnish adequate in
formation, in understandable form, are not misleading and, in his
opinion, fairly present the financial position and the results of operations
of their company.
If, in his judgment, the statements do not present an adequate and
fair statement of the affairs of the company and he is unable to
influence the officers to make the essential changes which he be
lieves to be required, he can express his disagreement in his report
or, in extreme cases, withdraw from the engagement. George O.
May has well expressed the solution of this problem:

“In granting certificates the accountant stands between his client and
the public, and the decision as to how far he can go to meet his client’s
wishes and still do his full duty to the public is often difficult to make.
Upon his ability to decide such questions rightly his ultimate standing
and success largely depend. He should err, if at all, on the side of the
public, for undue laxity will damage the profession and himself; at the
same time excessive rigidity, as has been suggested, will often defeat
the purpose he is seeking. As in most walks of life, success lies in finding
the happy mean.”
Logically, if an accountant is to be responsible to the investors,
his appointment should be made or approved by the stockholders
and he should be afforded an opportunity to present his findings to
them. Increasing attention has been given, in recent years, to pro
posals with this purpose in mind, and it may be noted that British
laws furnish additional protection to investors by providing that:
the accounts of all public companies shall be audited; auditors shall
be elected by the stockholders and shall have access at all times
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to the companies’ records; no auditors, other than the retiring audi
tors, shall be nominated without advance notice to stockholders;
and auditors shall have the right to appear and to address the share
holders at any meeting at which accounts reported upon by them are
presented. Some progress in this direction is being made in this coun
try. Extensive disclosure of accounting principles and practices has
been required by the Federal Securities and Exchange Commission
under the securities act of 1933 and the securities exchange act of
1934; and rulings of the New York Stock Exchange and other ex
changes have also helped to raise the standards of reports to stock
holders of listed companies. The requirements of these bodies have
been of great assistance to the accountant in his efforts toward
obtaining more informative statements.
In scope, financial statements prepared for credit purposes take
their place generally between reports to stockholders and to manage
ment. More details are required than in reports to stockholders,
particularly with respect to current assets and current liabilities.
Such data as aging of accounts receivable, break-down of inven
tories, showing separation into raw materials, supplies, work in
process, semi-finished stock and finished stock, and analyses of sea
sonal trends in receivables, inventories and payables may be in
cluded. The banker or other creditor is just as much interested in
earnings as the stockholder but has less concern with the details of
properties and long-term liabilities.

Examination by independent public accountants increases the reli
ance which can be placed on financial statements, but the human
craving for certitude can not be satisfied. Financial statements “re
flect a combination of recorded facts, accounting conventions and
personal judgments; and the judgments and conventions applied
affect them materially. The soundness of the judgments necessarily
depends on the competence and integrity of those who make them
and on their adherence to generally accepted accounting principles
and conventions. It is for this reason, even more than for a check
of the clerical accuracy, that an independent review of the state
ments is desirable”. (Institute bulletin.)

CHAPTER II
PRELIMINARY AND GENERAL CONSIDERATIONS

Before determining his procedures and beginning his work on
the detailed accounts, an accountant can do much to increase the
effectiveness of his examination by devoting some time to a review
of the following matters:

The business of the company, its plant, products and personnel.
Financial reports prepared by the company, accounting records and
system of internal control.
Examination of the balance-sheet as at the beginning of the period.
Control to be exercised by the accountant over cash, notes, securities,
etc., as at the balance-sheet date.
Independent confirmations to be requested.
Preparation of comparative working trial balances and consideration
of points to be stressed in the examination.
Minutes of meetings and contracts.
Such a review assists the accountant in determining the scope of
his examination, and the knowledge obtained should reduce the
time required for the subsequent work. Some of these points would
be covered only in a first examination; others, such as the prepara
tion of trial balances and reading of minutes, are applicable to each
audit; and changes in accounting records and internal control should
be noted as they occur.
Business and Organization

Information concerning the history of the company and the nature
of the business done may be obtained by direct inquiry and from a
review of the corporate records and the accounts for properties, capi
tal and surplus. Procedures outlined herein and in the Institute
bulletin are particularly adapted to the examination of commercial
16

PRELIMINARY AND GENERAL CONSIDERATIONS

17

and manufacturing companies, but many of the principles and prac
tices are also applicable to other types of organizations but with
different degrees of emphasis. Agricultural, development and real
estate companies have different inventory practices; financial insti
tutions and brokerage houses involve problems of extensive control
over cash, notes and securities and require more general confirma
tion of customers’ balances; public-service corporations are more
restricted in their accounting policies because of control by regula
tory bodies; partnership accounts may require special treatment;
educational, eleemosynary and social organizations seldom adopt
the accrual method of accounting in its entirety and trust funds lead
to funded balance-sheets; accounting for governmental bodies is,
of course, a separate subject.
A list of officers, department heads and accounting employees
showing their duties and authority for signing cheques and approv
als of invoices, capital expenditures, etc., will assist the accountant in
his examination. It will also facilitate the obtaining of information
and records needed in the work.
A tour of the plant may assist the accountant in many ways, viz.:
A look at the buildings and machinery may afford greater insight
into the depreciation provisions required and the policy of the company
with regard to maintenance; it may also help in reviewing the current
capital expenditures and the charges for dismantled or abandoned equip
ment.
A general knowledge of the processes is essential to an understanding
of the cost-accounting records.
Seeing the materials and supplies, processes and products assists in
reviewing the methods of taking and pricing the inventory.
It is not expected that the accountant will be able to understand all
that he sees or to exercise the function of an engineer, efficiency
expert or appraiser, but he may obtain much helpful information,
and his client is usually glad to afford him the opportunity.
Financial Reports, Records and System

A review of the financial reports prepared by the company fur
nishes a knowledge of the extent of the information already avail
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able, and the use of such reports may save the accountant much
time.
An understanding of the accounting records kept and the methods
employed is necessary in planning and carrying out the work. Un
less the accounting records are sufficient, the accountant, of course,
can not make a satisfactory examination; it may be possible to
construct accounts from the original data and to make a report
upon the information thus obtained, but the cost of such work is
high and usually prohibitive. In reviewing the records, the ac
countant will wish to look into the principal books of original
entry, ledgers, mechanical bookkeeping equipment, methods of
filing accounts payable vouchers, etc. If accounts are kept at more
than one location he will wish to review the methods adopted to
control branch-office records and to provide for uniform accounting
treatment throughout the organization. Separation of accounting
offices from production plants and officers may require special
means of obtaining and checking the operating figures. Manuals
or memoranda of accounting practices and charts of accounts are
particularly helpful to the accountant in his review of procedures,
and he should report to the officers of the company any departures
from practices prescribed therein which come to his attention dur
ing the examination.
As has already been stressed, the scope of the examination must
be governed to a considerable extent by the system of internal
check. By the system of internal check is meant the procedures
adopted to ensure the validity, accuracy and completeness of the
records of all transactions affecting the accounts. Such procedures
ordinarily provide for the separation of duties in such a way that
transactions recorded by one employee are reviewed by another
employee (either in relation to subsequent entries or in the course
of an internal audit carried on by a separate staff of employees) and
that before the entries are completed they are reviewed for approvals
and authority. An example of such procedure may be seen in the
following summary of various steps taken with regard to a pur
chase invoice:

The assistant treasurer signed the cheque and stamped the invoice after
noting that the invoice had been initialed for receipt of goods (and was
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accompanied by the receiving slip), verification of price (and notation of
the purchase-order number), clerical accuracy (including computation
and deduction of discount allowable) and entry in the voucher register;
and after approving the distribution of the charges.
The treasurer countersigned the cheque in payment after noting that
it had been signed by his assistant and that it was accompanied by the
approved invoice which had been stamped to show the cheque number
and the date of payment.
Subsequently the cash disbursement was checked against the voucher
register, the bank statement was received and the balance reconciled by
an employee other than the one who recorded the disbursement, and the
total of unpaid vouchers was reconciled with the control account
balance.

Obviously, the division of duties to the extent noted in this
example is not possible in the case of smaller companies with few
employees; however, a reasonably adequate segregation of respon
sibilities can usually be arranged. The extent to which the trans
actions are automatically checked must be borne in mind by the
accountant in determining the reliance to be placed on the records
and the check to be made by him before accepting the records. He
is interested particularly in the safeguards surrounding the cash,
negotiable paper and securities and the merchandise of the com
pany, since these are the assets most subject to misappropriation,
but he is also interested in the recording of all transactions and the
proper classification of expenses, income, etc.
The cost of an audit sufficiently comprehensive to detect all irregu
larities would in most cases be prohibitive and the accountant in
cooperation with his client must determine the extent of such a
verification as should provide a reasonable safeguard at a reason
able cost. Review of the procedures adopted by the company, limited
tests to see that they are effectively carried out, suggestions as to their
improvement—these may be the usual steps adopted. The tests to be
made by the accountant will be in inverse proportion to the internal
control of the particular transactions or records.
Inquiry of responsible officers as to instructions given and sub
stantiation by test checks as to the actual practices with regard to
internal control may center around the following questions:

20

FINANCIAL AUDITS

Cash receipts:
Is an independent record of receipts by mail kept and compared with
the cashbook?
Are sundry receipts for rents, cash sales, etc., adequately controlled?
Are all receipts deposited in the bank as received? How are post-dated
cheques handled?
Cash payments:
Are cheques countersigned? If so, in an effective rather than in a per
functory manner?
Are supporting documents presented with cheques for signature and
are the documents initialed or stamped to preclude duplicate payment?
Are all invoices properly approved before presentation to officers for
payment?
Are any cheques drawn to cash for other than petty cash and payrolls ?
Are cashiers authorized to cash cheques or to make advances to em
ployees from cash funds?
Are petty-cash funds kept on an imprest basis?
Employees:
What employees handle cash and cash records and what other duties
do they have?
Do they have access to any ledgers, particularly customers’ ledgers?
Do they have power to approve credits to customers’ accounts other
than for cash?
Are all bank accounts independently reconciled by a person other than
the employee who keeps the records? Are cash funds independently
verified?
Payroll:
Is there sufficient segregation of duties among employees who (1)
prepare payroll, (2) check payroll, (3) put up envelopes or draw
cheques, (4) deliver the pay to the employees, (5) control unpaid
amounts, and (6) approve payrolls?
Are the records of employees, time and rates properly kept and ap
proved? Are written authorizations required for all changes?
Are receipts obtained from the employees?
How are unclaimed wages controlled?
Accounts receivable:
What charges are made to customers’ accounts other than for mer
chandise shipped and invoiced at final price (exclusive of normal cash
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discounts)? Are there any pro-forma billings? Any instalment sales?
Any goods billed but not shipped?
Is there any check to provide that all shipments are billed and
charged to customers?
Are all credit memos properly approved? By whom?
Are discounts allowed to customers reviewed in any way?
Are statements on all accounts sent regularly? Is there any assurance
that all statements are in accordance with the accounts and are actually
mailed ?
Are bad debt write-offs properly approved?
Is the clerical accuracy of the accounts well safeguarded by controlling
accounts and frequent trial balances, etc.?
Purchases:
Are written orders prepared and approved for all purchases?
Are invoices adequately checked for receipt of goods, price, terms and
clerical accuracy?
Are all invoices entered or registered as received?
Is there a check on the distribution of charges?

Capital expenditures:
Are additions to fixed assets covered by properly approved estimates
of costs and analyses by accounts to be charged? Or is the nature of the
item indicated on individual suppliers’ invoices?
Does the system provide for reports of all machinery and equipment
removed or dismantled and for proper entries?
Inventories:
Are perpetual quantity records kept and compared with actual quan
tities?
Are cost records controlled by the financial accounts?
What control is kept over stores? Is there a storekeeper? Are requisi
tion forms required in all cases?
Are quantities independently checked when received? Are complete
copies of purchase orders furnished to the receiving department?
Does the procedure followed in taking physical inventories ensure
their accuracy?

General:
Is there a separate internal audit staff? If so, what records are checked
by these employees? Are they supplied with programs and are there
reports on the scope and results of their examinations?
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Who has control of notes receivable, securities owned, etc.?
Are all persons in positions of trust bonded? Do they take regular
annual vacations? Are their duties rotated?
What officers are authorized to sign notes, contracts, etc.? Is there a
satisfactory record of all notes executed, contracts made, etc.?
Are budgets used as a means of executive control?

Satisfactory answers to such questions, even when supplemented
by reasonable tests, should not give the accountant or the client a
sense of too great security. As employees become familiar with the
test checks usually made, the records for particular periods may be
scrupulously exact and complete, while irregularities may exist in
other periods. A verification of cash transactions for the month
of December may serve to prove the balance at the end of the year,
but a review of the records for August might furnish a much better
test of the internal control. And no system devised can prevent
irregularities resulting from collusion between two or more em
ployees, although regular vacations and rotation of duties may
render such collusion more difficult to conceal. Alertness through
out the examination and frank discussions with the client as to
the limitations of the examination are necessary.
Examination

of

Beginning Balance-Sheet

In the case of a first examination, the accountant must decide
upon the review to be made of the accounts for prior years and
of the beginning balance-sheet. In general, he will wish to satisfy
himself as to:

The cut-off of liabilities at the beginning of the period, the adequacy
of valuation reserves and accruals, the accuracy of the inventories and
the propriety of prepaid expenses and deferred charges.
The bases of stating inventories, investments, property and plant and
intangible assets.
The nature of reserves and, if practicable, the sources of surplus.
The accounting for the proceeds of issues of capital stock and funded
debt and the treatment of premiums and discounts.
The extent of this review may depend upon the general accuracy
of the records and upon examinations and reports by other ac-
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countants. Its importance to the proper statement of the results
for the year and the presentation of the balance-sheet should not
be underestimated. Ordinarily such work is greatly simplified by the
fact that a review of subsequent transactions may support the open
ing balances. Scrutiny and test checks of bank-account reconcilia
tions; review of accounts-receivable trial balances, subsequent collec
tions from and allowances to customers, write-offs of bad debts;
notation of liabilities recorded during the current period, but ap
plicable to prior periods, and comparisons of amounts and computa
tions of prepaid and accrued expenses at the beginning and at the
end of the period may be sufficient confirmation of the items men
tioned. A more thorough-going review of the basis of the opening
inventories is usually required and the examination may be practi
cally as extensive as that of the closing inventories. Summary analy
ses for the full period from the inception of the company are
helpful regarding historical accounts such as investments, plant,
intangibles, capital, funded debt, reserves and surplus, but it may
not be practicable in all cases to make such analyses.
It is not possible to lay down a program for this work, but further
references to certain points will be made in discussions of the
examination of current balances.
Control as at the Balance-Sheet Date

If possible, the accountant will probably find it desirable to visit
the client’s office at the close of the fiscal period to determine that
there has been a proper cut-off of records, to examine cash and ne
gotiable notes and securities, etc., and to review the methods em
ployed in taking the physical inventories. The work to be done at
the balance-sheet date may include:

Scrutiny of cash records; notation of last receipts for the day and last
cheques drawn.
Count of cash receipts recorded but not deposited and count of all
petty-cash funds.
Reconciliation of bank balances with statements received by the ac
countant direct from the bank.
. Examination of notes and trade acceptances on hand, reconciliation
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with amounts shown by the records, notation of notes out for collec
tion, etc.
Examination of securities owned, collateral held against notes or open
accounts, etc.
Reference to copies of sales invoices and shipping orders to determine
last sales applicable to the period.
Consideration of physical stock-taking and possible test checks of cer
tain quantities.
Simultaneous control of all cash funds and assets readily convertible
into cash is necessary to satisfy the accountant that the same assets
are not reflected in more than one account—for example, that cash
does not include amounts realized from the sale of securities also
shown as investments or from the discounting of notes receivable
not removed from the account. If a count is not made at the yearend date, the accountant must make a simultaneous count at some
later date and check the changes during the intervening period or
else satisfy himself in some other way that no such duplications
have occurred. Such simultaneous count may not be necessary, for
example, if the system of internal control is good, and:

Cash receipts are deposited intact each day and the amounts appear
ing as deposits in transit in the bank reconciliation can be accounted for
and identified.
Petty-cash funds are kept on an imprest system and all changes during
the period subsequent to the date of count can be reconciled.
Notes receivable are well controlled, are not discounted and can be
accounted for by confirmations from banks or other collection agencies,
by records of subsequent payments and by examination at a later date.
Securities are either identifiable by certificate and bond numbers or
are held in a safe deposit vault which the depositary can state has
not been entered during the period from the close of the year to the
date of the count.

It is usually much easier to count the cash and securities on hand
than it is to prove at a later date that they were actually there to
count; and in the case of smaller organizations it will ordinarily
be found necessary to make a simultaneous count at some date.
Other possibilities of duplication can ordinarily be considered
satisfactorily after the close of the year, but the accountant must
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be on guard against the inclusion of cash received from, but not
credited to, customers; of merchandise billed, but not shipped; and
duplication of quantities in physical inventories.
Independent Confirmations

Independent confirmations from banks, depositaries, warehouses,
debtors, creditors, trustees, registrars and transfer agents may neces
sitate making arrangements in advance since it is desirable to mail
the requests as soon as possible after the closing date. Protracted
correspondence may be avoided if the requests are accompanied by
statements or lists prepared from the client’s records. On the other
hand, replies which are prepared entirely by outside persons afford
a better check of the company’s records. To safeguard the accuracy
of the information and the complete independence of the replies,
the following conditions should prevail:
Requests are prepared or approved by the client.
All printed forms furnished to the client are returned to the ac
countant to prevent improper use.
Information included is checked to the company’s records by the
accountant.
Requests include instructions to send replies direct to the accountant
and addressed envelopes for this purpose are enclosed.
Requests are mailed by the accountant and, as a precaution against
improper addresses, the envelopes bear his return address.
Replies are scrutinized for appearance of validity, and in questionable
cases, a check is made in detail with the duplicates or other records
retained by the accountant and signatures are passed upon by an officer
who is familiar with them.
Significance of failures to reply and the desirability of repeating re
quests are considered.
It may be expedient to request confirmations of recently active ac
counts which show no balances at the examination date. Reasons
advanced for not sending certain individual requests require thor
ough investigation and substantiation by discussion with a respon
sible officer of the company. Differences reported in replies should
be traced even though the amounts involved are not large. This is
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particularly important if only a test circularization is being made,
since even small differences may be of such a nature as to indicate
the desirability of further tests.
Comparative Trial Balances

As soon as possible after the beginning of the examination, the
accountant should draw off comparative trial balances (or working
statements) as at the beginning and the end of the period under
review. The items may be classified by balance-sheet and profit-andloss account captions, so that working statements can be imme
diately prepared. If previous examinations have been made, the
opening balances in the ledger accounts should be checked with the
accountant’s working papers to establish a definite starting point
and to determine that the accounts have been classified in the same
way at the beginning and at the end of the period. A review of
such comparative statements and the changes during the period
will materially assist in determining what points should be stressed
in the examination.
To facilitate the consideration of the changes during the period,
a summary statement may be prepared to show the resources pro
vided from profits, borrowings and additional investment; and to
show the application of these resources to dividends paid, additional
capital investments and additions to working capital. No definite
form can be devised for such statements, but in general they repre
sent a summary of the increases and decreases shown by compara
tive balance-sheets arranged in such a way as to emphasize the
more important factors. The example shown on the following pages
may be helpful:
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COMPARATIVE BALANCE-SHEET—A COMPANY

1936
$ 150,000
200, 000
400,000

1935
$ 1x5,000
100,000
250,000

Increase
or
decrease*
$ 25,000
100,000
150,000

$ 750,000

$ 475,000

$175,000

Prepaid expenses.............................................. ....

$

$

Fixed assets.................................. .................... ....
Reserve for depreciation............................ ....

$1,000,000
150,000

$ 700,000
150,000

$300,000
100,000

$ 750,000

$ 550,000

$100,000

$1,510,000

$1,030,000

$480,000

$ 180,000
60,000
30,000

$ 100,000
50,000
25,000

$ 80,000
10,000
5,000

$ 170,000
100,000

$ 175,000

$ 95,000
100,000

June 30,
Assets

Cash........................................................... ..............
Accounts receivable................................ ..............
Inventories................................................ ..............

Total assets............................................... ....

10,000

$

5,000

5,000

Liabilities and Capital

Accounts payable............................................ ....
Accrued expenses............................................. ....
Provision for Federal income taxes............. ....

Reserve for contingencies.............................. ....
Common stock:
100,000 shares of no par value.................
175,000 shares of no par value................. ....
Surplus............................................................... ....

Total liabilities and capital.................... ........

400,000
800,000
340,000

455,000

$1,510,000

$1,030,000

•

400,000
115,000*
$480,000
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The comparative balance-sheets are less helpful in this assumed
case because of the major change resulting from the acquisition dur
ing the year of the net assets of B Company. This factor may be
brought out by a statement of resources provided and applied:

Resources provided by:—
Profits:
Net profit for the year, per statement of profit and
loss................................................................................
Add back—Provisions not representing cash
outlay:
Provision for depreciation...............................
Provision for contingencies.............................

$125,000

$ 50,000
100,000

150,000

$2.75,000

Common stock issued:
For cash, at $6 a share—31,000 shares......................
For net assets of B Company—44,000 shares...........

186,000
214,000

$675,000
Applied to:
Dividends paid................................................................
Acquisition of net assets of B Company reflected at
amounts determined by the board of directors as
follows:
Working capital (see below)...................................
Fixed assets (cost to B Company $450,000).........
Reserve for depreciation...........................................

$140,000

$164,000

$150,000
75,000

Together........................................................
Less—Mortgage payable..........................................
Net assets acquired in consideration for 44,000
shares of common stock...................................
Additions to fixed assets...............................................
Less—Net book value of assets sold (amount
received therefor, $10,000)..................................

Payment of mortgage on property acquired..........

175,000

$339,000
115,000
------------

114,000

$100,000
15,000
75,000
115,000

$654 ,000

Difference—representing increase in working
capital as below.............................................

$ 11,000
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B Company
June 30, September 30, June 30,
1936
1935
1935

Increase or
decrease*
exclusive of
B Company
acquisition

$12.5,000
100,000
250,000

$ 10,000
125,000
235,000

$150,000
100,000
400,000

$ 15,000
15,000*
85,000*

$475,000

$370,000

$750,000

$ 95,000*

$100,000
50,000
25,000

$195,000
15,000

$180,000
60,000
30,000

$115,000*
5,000*
5,000

$175,000

$110,000

$170,000

$115,000*

Net current assets.............................
Prepaid expenses....................................

$300,000
5,000

$160,000
4,000

$480,000
10,000

$ 10,000
1,000

Working capital........................

$305,000

$164,000

$490,000

$ 11,000

Current assets:
Cash.....................................................
Accounts receivable..........................
Inventories..........................................

Current liabilities:
Accounts payable..............................
Accrued expenses...............................
Provision for federal income taxes.

The flexibility of the form of such statements makes it possible to
bring out the significant changes more clearly. They may be par
ticularly useful in setting forth the cash transactions in the issuance
of additional securities or refunding operations where premiums and
discounts are involved. Preliminary statements of this kind may be
prepared early in the examination, but revisions and additional de
tails will usually be indicated as the work progresses.
A review of monthly trial balances and scrutiny of all ledger
accounts closed during the period helps to disclose past transactions
which may affect the final accounts and to preclude the possibility
of omitting contra accounts. Similarly, the accountant may scruti
nize the cashbooks and voucher registers for unusual items; and
a review of journal entries for special adjustments and transfers is
desirable. Further general light on the operations for the year may
result from going over monthly or quarterly profit-and-loss state
ments and statistics on production and sales (if they are available)
and from looking up the price trends during the period for the
company’s principal raw materials and products. This review can
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not, of course, be completed at the outset of the examination, but
it may influence decisions with regard to so many accounts that it
is advantageous to complete the review as soon as practicable.
Minutes of Meetings and Contracts

Minutes of meetings and contracts may have a bearing on many
of the accounts examined, and it is desirable to obtain this infor
mation as early as possible. A record of the dates of all meetings
of stockholders, directors and committees of the directors should
be included in the working papers, with excerpts from resolutions
relative to transactions affecting the accounts. The minutes may
furnish information as to contingent and contractual obligations
which would not otherwise come to the attention of the account
ant. Other information from the minutes may cover:

Authorizations for issues of shares, bonds, etc.; for execution of
deeds, mortgages, leases; and for hypothecation of assets.
Authorizations for bank accounts and for bank loans.
Authorizations for capital expenditures for plant or investments.
Adoption of accounting practices and determination of amounts to be
stated in the accounts.
Provision of special reserves and appropriations of surplus.
Declaration of dividends.
Approvals of contracts.
Discussions of lawsuits, judgments and liens against the company.
Determination or approval of salaries.
Policies with regard to employee retirement, stock ownership or
savings plans.
All such authorizations and approvals should be noted and com
pared with the transactions recorded in the accounts.
Steps should be taken by the accountant to ascertain that all im
portant contracts, whether supported by formal agreements or by
an exchange of letters, have been disclosed and their effect upon
the position of the company has been considered. Reference to an
official list of all contracts or an examination of the contract files
and confirmation by the officers of the company may suffice to
satisfy the accountant on this point. Examination of itemized in-
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voices from the company’s legal counsel may be more important
for information concerning unusual transactions than for the verifi
cation of legal expenses.
Agreements with securities exchanges relative to listing applica
tions and registration statements contain representations as to the
company’s accounting practices and financial reports, and such
documents should be examined. Any material changes in account
ing practices during the current period will require comment in
the accountant’s report and may necessitate computations of the
effect which the changes have had upon the financial statements.
Determination

of

Examination Procedure

It may be well to repeat that examination procedures adopted by
the accountant are directed toward confirming by tests that:

Records of transactions are trustworthy and complete.
Sound accounting principles have been properly and consistently ap
plied.
The accounts fairly present the financial position of the company and
the results of operations without prejudice to the interests of creditors
or shareholders.
Recorded transactions have been properly approved, and, within the
scope of the examination, no misappropriations or wrongful diversions
of assets have occurred.
Because of variations in the internal procedures, in the relative
importance of various accounts, and in the instructions received from
the client, it is not possible to prescribe a definite audit program
applicable to a number of examinations. The use of the word
“should” and similar expressions in the following chapters is not
to be construed in a dogmatic sense—proper exceptions may be
numerous. Procedures discussed are believed to be applicable to
circumstances which are frequently found to exist, but all would
not be adopted in any one examination. (The presentation of all
possible alternatives for one hypothetical examination would re
quire too extensive a description of the assumed company and its
business and accounting methods.) In some cases, more than one
method of testing certain records has been described, although only
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one would be adopted for a particular examination and none might
be used if the accountant were satisfied that the internal control
was sufficient safeguard. Moreover, in recurring audits it is some
times practicable to omit in one examination certain tests which
were made in the preceding examination and to substitute other
tests in such a manner that various company procedures in different
departments will be reviewed over a period of several years rather
than in each year.
Many examination methods suggested in the following chapters
provide for corroboration of the records, but are not conclusive
proof. Such methods are reasonable means of satisfying the ac
countant as to the general accuracy of records, but he would seldom
assume responsibility for the tests because of inferences which
might be drawn relative to the completeness of his checking. For
example, tests of inventory quantities may prove the accuracy of the
count without proving the ownership, grade or condition of the
goods counted; scrutiny of signatures and endorsements on cheques
may reveal obvious omissions and, possibly, irregularities, but the
authenticity of the signatures is not determinable by the accountant;
a tour of the plant may assist the accountant in his decisions regard
ing both property and inventory accounts, but a statement of his
conclusions accompanied by reference to such inspection might
imply much greater engineering and technical knowledge than he
possesses. It should be borne in mind, also, that even the most satis
factory tests available to the accountant fall short of complete
verification of the accounts. This is necessarily so because account
ing involves estimates and judgments regarding matters which are
inherently incapable of exact determination.
The procedure described is more directly adapted to the dis
closure of overstatements of financial position and results than to
the detection of defalcations and understatements. Discussion of the
irregularities to which certain accounts may be most subject is not
to be taken as indication that irregularities are prevalent, but as
indication of possibilities which the accountant must guard against
and as a reason for certain suggested methods of internal control
and examination. Inasmuch as complete verification of detailed
transactions is not made, the accountant must be alert to detect
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indications of peculation or manipulation. If found, such indications
should be thoroughly investigated.
A sense of proportion is necessary in determining the extent to
which the various accounts are to be tested or checked. It is futile
to search for possible errors which, if found, could not be of signifi
cance or of sufficient importance to affect the general accuracy of
the accounts. It may at times be desirable for the accountant to
insist upon correction of relatively unimportant errors which his
examination disclosed, but unless the aggregate of such adjustments
is large, it is usually preferable to let the client decide whether to
adjust them in the current or a later period. Similarly, it is not
desirable to make unimportant changes in the classification of ac
counts for presentation in the financial statements. Separation and
description of insignificant amounts serves no useful purpose.

CHAPTER III
CASH

Detailed transactions of any kind are checked, not only to prove
balances, but also as a test of the effectiveness of the system of
control. This is particularly true in the case of cash transactions
because of the greater temptations which they offer. The extent
of the tests to be made may vary widely, depending upon the safe
guards provided within the organization. Moreover, the particular
period to be covered by the tests may be a matter of judgment. A
better idea of the normal state of the records and funds may some
times be obtained by surprise examinations such as tests of bank
account records for a month other than the closing month and
second counts of cash funds after the usual work on cash has been
entirely completed.
Care must be exercised to prevent the concealment of short
ages in cash by the substitution of amounts obtained from other
sources. As mentioned in the preceding chapter, all of the readily
negotiable assets must be placed under control at one time, the
balances proved and the transactions during the period from the
balance-sheet date checked. This simultaneous control may necessi
tate the examination of the cash balances at two dates, but the pro
cedure in each case may be the same.

Cash on hand:

All cash on hand should be counted simultaneously in the pres
ence of the custodians: currency listed by denominations; cheques,
memos of advances, etc. listed in detail, with notations of dates,
approvals, etc.; vouchers and receipts listed in detail or summarized;
the total compared with the records of the amount which should
be on hand; explanations obtained from the custodian as to any
34
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differences; and, if desirable, the schedule initialed by the custodian
for correctness of the count. Miscellaneous cash in the control of the
custodian, such as unclaimed wages and amounts held for em
ployees, should be counted at the same time and the amounts
checked by reference to records or by certificates.
Cheques cashed as an accommodation and advances to employees
should be approved by an officer of the company, and other cheques
should be identified with records of receipt (prior to the time of
the count). Cheques should be promptly deposited by the custodian
and their collection traced by the accountant. The practice of cash
ing cheques from company funds should generally be discouraged
as should the practice of advancing money to employees or officers
against charge slips which are not entered in the accounts.
The balances at the time of the count should be reconciled with
the amounts shown at the balance-sheet date by accounting for
the changes. The records of miscellaneous cash receipts on hand
at the time of the count should be checked by reference to duplicate
sales slips, receipt form stubs, etc. If all cash receipts are not
promptly deposited intact and if sundry payments are made out
of cash received from customers, it is essential that the bank ac
counts be reconciled as of the same time as the cash count, since
it is not possible otherwise to prove the balance shown by the rec
ords. In such a case the accountant may also decide to make much
more extensive tests of the cash records, including the examination
of approved vouchers covering currency payments.
Cash accounts should be cleared of all material amounts of ad
vances and disbursements made prior to the balance-sheet date, and
for this purpose it may be necessary to obtain from the custodian
a detailed list of the items making up the balance at that date, if
the fund was not counted by the accountant until later.
Bank accounts:

Reconciliations of balances per bank statements with book bal
ances should be made periodically by an employee who does not
record the detailed transactions. The accountant ordinarily may
accept the last such reconciliation prior to the close of the period
as the starting point for his examination, but all the amounts ap
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pearing thereon should be checked or explained. Assuming an
examination as at June 30th, the accountant should:

Make a detailed comparison of the payees and amounts of cheques
paid by the bank in June (as indicated by the bank’s stamp or perfora
tion) with (1) the outstanding cheques shown by the company’s rec
onciliations at May 31st and (2) the cheques recorded as issued in
June. Charge slips for cheques certified by the bank but not returned
and stop-payment orders acknowledged by the bank may be accepted
in lieu of the paid cheques. Cheques on the May list and June dis
bursements which are not accounted for in this way represent outstand
ing cheques at the end of June.
Note that cheques bear properly authorized signatures, are endorsed
by the payee, and that second endorsements do not indicate improper
conversion of the cheques by employees. (The accountant can not, of
course, verify the authenticity of signatures.)
Compare recorded disbursements from bank accounts other than by
cheques with amounts appearing in the May reconciliation and with
bank charge slips and bank statements.
Compare deposits shown by the bank statements with amounts shown
by the May reconciliation and the June cash-receipts records and note
that deposits are being made promptly.
Cross-check contra items: in the cash records, for cheques cancelled
and new cheques issued in their place, etc.; in the bank statements,
for charges for cheques returned unpaid and credits for subsequent
redeposit, etc.

All the items which remain unaccounted for in the May recon
ciliation and the June bank statement and book records will enter
into the reconciliation at June 30th. Any important amounts affect
ing other accounts should be reclassified.
In order to ascertain that all cheques drawn have been properly
recorded, the accountant may (1) determine the numbers of the
first and last cheques drawn during the month and see that cheques
bearing all intervening numbers have been recorded or else voided
and filed; and (2) compare cheques later returned by the bank
with the list of outstanding cheques to ascertain that all issued prior
to the close of the period are included thereon and at the correct
amount (it may be necessary to complete this comparison at the
time of the next examination).
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Cheques drawn payable to cash, to the company or to banks
should be subject to further investigation, including a review of
the procedure for handling payroll records and payments, and sup
plemented in some cases by tests of the records. Inclusion of ficti
tious and unauthorized employees and overstatement of payroll
totals may be the means adopted for concealing improper payments.
Transfers between banks should be traced to deposit and the
promptness of the credit by the payee bank should be noted.
That all cash included in the bank balance has been recorded in
the accounts, that no amounts have been deposited to make up
previous shortages, that there is no duplication by reason of deposits
of cheques drawn on other accounts but not recorded as issued,
and that cash receipts are being deposited intact—all these points
may, in part, be covered by a careful comparison of duplicate de
posit slips with the detailed records of cash receipts. Such a com
parison will ordinarily be made for two or three days both before
and after the closing date. Any cheques deposited which can not
be traced in this way and those which are not deposited promptly
require explanation. As an additional test, copies of deposit slips
may be made for confirmation by the bank. The composition
of any “deposits in transit” as shown by duplicate deposit slips
should be scrutinized with particular care to determine that the
amounts have been recorded in the cashbook, that they do not
represent unrecorded withdrawals from bank accounts, and that
they appear to have been received prior to the close of the period.
The amounts should be traced to subsequent bank statements or
be confirmed by the bank.
As a further check of the deposit of all receipts and the recording of
all cheques, the totals of charges and deposits shown by the bank state
ment for the month should be determined and be reconciled with the
total recorded cash disbursements and receipts. The amounts entering
into the reconciliation should be checked. Correctness of bank state
ments may not be accepted unquestioningly unless they are obtained
by the accountant direct from the bank, and the accountant should,
if possible, arrange for the direct delivery to him of the statements
both for the current and the next succeeding period. Particular care
should be taken to examine memos supporting all coded amounts
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on the statement and both credits and debits should be footed.
In the case of a small company, the reconciliation of recorded
receipts and disbursements with amounts shown by bank state
ments may well be made for each month of the period under re
view. The time required is not long and the nature of the un
recorded transactions and the period of the lag of deposits behind
receipts are worth-while information regarding the internal control.
Moreover, the knowledge that the transactions for the full year are
being reviewed may have a beneficial effect on the employees re
sponsible for the records. It may be mentioned also that the account
ant should not permit his check marks on the records or their
absence to afford the employees an exact knowledge of the scope
of the tests made.
The totals of the recorded cash receipts and disbursements for the
period for which the cheques are examined should be proved either
by direct check or through the footing of the debits and credits on
the bank statement and the opening and closing lists of outstanding
cheques. The latter check is not conclusive unless the cheques and
bank charge slips which are compared with the records are identified
with the debits on the bank statement. In footing the cash receipts,
the total of discounts allowed should be checked and the computa
tion of some of the larger discounts tested. Entry of improper dis
count amounts may have been made by employees to conceal re
ceipts misappropriated.
Requests for confirmations of balances should be sent to all
banks with which the company has done business during the
period and the requests should provide for obtaining information
as to any restrictions on withdrawals and as to details of any bank
loans, discounts, assets held or pledged, contingent liabilities, etc.
A standard form of bank confirmation request has been prepared
by the Institute and has been adopted by many accountants. The
banks may also be requested to furnish the dates of receipt of de
posits in transit and to certify that the accounts for which the
accountant has not examined statements have actually been inactive.
The extent to which special bank accounts for dividends, pay
rolls, remittance of branch collections, etc. should be checked must
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depend upon the circumstances of the particular case. It may be
desirable to make the usual check of the deposits and payments for
one dividend or one payroll. An alternative procedure includes:
accounting by numbers for all cheques (outstanding at the previous
reconciliation or drawn during the period) as having been paid and
returned or else included on the reconciliation at the end of the
period; test of the amounts of outstanding cheques by reference to
the records or to the cheques when later returned; reconciliation of
the total payments with the amounts shown by the bank statement;
limited test of footings of the company records.
Cash funds at branches, sales offices, etc., which are properly con
trolled and not important in amount may be accepted, without
verification, on the basis of confirmations signed by the custodians.
Balance-Sheet Presentation

“Cash on hand and in banks” is the usual designation in the
balance-sheet of currency on hand and bank balances subject to un
restricted current withdrawal by cheque. Amounts of foreign cur
rencies should be converted at the current rates of exchange for
free transactions, unless acquired to meet specific outstanding lia
bilities and converted at the same rates as are the liabilities. Notation
should be made of significant amounts of foreign deposits. Time
deposits, cash with brokers and the like are separately stated, as are
special deposits with trustees and others which may not be of a cur
rent nature. Deposits in closed or restricted banks represent accounts
receivable (current or non-current as the case may be) and the
collectibility of the amounts should be the subject of inquiry.
In determining the amount to be shown as cash in the balancesheet, care should be exercised to see that the cut-off of transactions
has been properly made: that cash received during the first days
of the following period has not been recorded so as to increase
cash and reduce receivable balances; that cheques issued subse
quently have not been entered to reduce both cash and liabilities
and thus increase the ratio of current assets to current liabilities;
and that cash deposited to meet dividend payments has not been
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offset against the liability prior to the actual release of the funds
from the company’s control. These practices come under the heading
of undesirable “window dressing.” Similarly, bank overdrafts, unless
arising through error and promptly corrected, should be shown as
separate liabilities rather than as offsets against balances in other
bank accounts.

CHAPTER IV

NOTES AND ACCOUNTS RECEIVABLE
Examination of receivables is directed primarily to the determina
tion that:—

The recorded amounts are actually owed to the company.
Adequate provision has been made for:
All allowances, rebates and discounts to be granted in settlement
(with the possible exception of normal cash discounts).
Estimated losses in the collection of the notes and accounts.
The amounts have been properly classified as to their source and
nature.
Any liens on or sales of receivables are disclosed.
Detailed tests may also be directed to the disclosure of fictitious
accounts, of duplication of amounts also included in inventories, and
of manipulations intended to conceal irregularities in cash or other
accounts. If the internal check is good, the detailed examination
may be made as of a date one or two months prior to the close
of the year and the balances at the end of year may then be ac
cepted after a review of the changes during the intervening period.

Notes receivable:
The examination of the records of notes and trade acceptances is
essentially the same as that for open accounts, and only the de
partures need be separately considered. Some of the differences call
ing for modifications of procedure are:

In order to verify the existence of the asset at the specific date, notes,
being directly negotiable, should be inspected, confirmed by the holder
or accounted for by tracing subsequent payments or by other means.
Maturity dates may be definite and more remote.
41
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Notes more frequently bear interest and the amounts receivable in
respect thereof should be properly controlled and recorded.
Notes are more generally secured by collateral, and such collateral
should be examined.
Notes may have been discounted and the contingent liability for un
paid or unmatured notes should be determined by confirmations from
the holders and an appropriate footnote should be included in the
balance-sheet.
Notes may have been taken in settlement of old accounts receivable
and may be subject to greater doubt as to collectibility. Provision may
also be required for losses on discounted notes.
Ordinarily the accountant should check (by inspection, confirma
tion, or otherwise) a complete list of the notes, showing maker,
endorsers, date, maturity, interest rate, original amount, balance,
details of collateral and, in some cases, interest collected during the
period, and interest accrued. He can not determine the authenticity
of the signatures and it may be desirable to have the signatures
reviewed by an officer of the company or to request direct con
firmations from the makers. Confirmation is especially desirable in
the case of collateral notes.
It is desirable to make a complete analysis of the ledger accounts
for the period under review to ascertain, in so far as possible:

Whether the notes represent transfers from receivables or were re
ceived in exchange for cash advances.
The dates of transfers from receivables as a means of disclosing un
recorded renewals.
Whether credits represent collections or proceeds of discount, and
whether all collections have been endorsed on the notes.
That the entries recording receipt of the*notes indicate their validity.
This procedure may not be practicable if there are large numbers
of notes, and reliance must then be placed upon the internal control.
Similarly, if there are large numbers of instalment notes the ac
countant may satisfy himself, by random tests or by the examina
tion of certain groups of the notes, that the records appear to be in
order.
Considerations of collectibility and classification of notes are
otherwise the same as for open accounts receivable.
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Accounts receivable:
Balances:
Examination of open accounts receivable balances should include:
Comparison of ledger balances with detailed trial balances. This
work may be greatly facilitated by the company’s preparation of com
plete, aged trial balances.
Scrutiny of accounts for (1) names of officers, employees, affiliated
companies, expense accounts, etc.; (2) indications that accounts have
been sold, hypothecated or submitted to collection agencies; and (3)
nature of charges, particularly to make note of “pro forma”, consign
ment or “on approval” billings.
Notation of (1) the length of time that charges making up the
more important balances have remained open and (2) subsequent
credits for collections, large allowances or charge-offs to bad debts. The
ledger accounts should indicate the specific invoices covered by collec
tions. Skipped invoices, charges for uncollected notes or cheques, and
payments “on account” should be particularly noted, as should com
pliance with credit terms and credit limits.
Proof of totals of trial balances, comparison with controls by sections,
and, in total, with the general ledger control. Any differences between
controls by sections or in total should be investigated and may materially
affect the extent of the examination to be made. Credit balances of
significant amount should be shown as liabilities and debit balances in
accounts payable should be reclassified as receivables and their collecti
bility reviewed.

This procedure may be limited to certain sections or ledgers if
they are separately controlled and if the accountant is satisfied as
to the adequacy of the company’s accounting procedures. All trial
balances should, however, be carefully scrutinized for credit bal
ances and for adjustments used in the proof of the total, their totals
checked to the control accounts, and individual balances tested with
the ledgers in case of large or unusual amounts.

Transactions:
Tests of the detailed transactions to review the adequacy of the
procedures and the accuracy of the records may include:
Examination of duplicate sales invoices for the last month of the
period, comparison with the sales register, proof of totals and compari
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son with ledger accounts postings. The examination of the duplicate
invoices should cover any special notations for consignment shipment,
non-shipment, pro-forma or post-dated billing and the like and also the
apparent regularity and usual trade nature of the invoice.
Test of cut-off of sales by comparison of last invoices with shipping
records for the period to ascertain if all goods were shipped prior to
the closing date. Goods billed and held in accordance with customers’
instructions should be tested for exclusion from the inventories.
Examination of credit memos to ascertain nature of allowances and
whether properly approved. The practice of granting discounts based
on sales over a period, other discounts not reflected on the original
invoices or allowances covering price reductions on goods held by cus
tomers may require special consideration in determining the reserves
required.
Analyses of the general ledger control accounts for trade and other
debts for the last month or for the full year and reconciliation of the
total charges to customers with total sales shown by the accounts as a
test of the classification of both sales and receivables.
General scrutiny of journal entries for nature and approval of un
usual charges and credits, including write-offs of uncollectible amounts,
transfers to notes receivable, adjustments, etc. Such entries as well as
improper credit memos may have been used to conceal manipulations.
Entries supporting accounts other than with customers should also be
reviewed.
Tests of postings to detailed accounts are not ordinarily considered
necessary.

It is particularly desirable to review the transactions in accounts
with affiliated companies and to confirm the balances either by
letter or by inspection of the books of the respective companies.
Circularization:
“The best verification of accounts and notes receivable is to com
municate directly with the debtor regarding the existence of the
debt, and this course may be taken after arrangement with the
client. While such confirmation is frequently considered unneces
sary in the case of companies having an adequate system of internal
check, it is one of the most effective means of disclosing irregu
larities”. (Institute bulletin.) Company officers are becoming more
receptive to suggestions of the circularization of accounts, and its
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extensive use in examinations of investment, brokerage and banking
organizations is spreading to commercial companies.
A test circularization of larger and older accounts (and of some
of the larger accounts written off) selected by the accountant may
support the balances and has a psychological advantage with regard
to internal check. It may also reduce the amount of checking of
detailed transactions and trial balances usually considered necessary.
Discounts, allowances and rebates:

Provision for trade and quantity discounts, allowances and rebates
not deducted from invoices and not previously applied to the bal
ances should be made in the accounts. Such provision may represent
either a reserve for amounts deductible by customers in remitting
outstanding balances or a liability for amounts to be paid by the
company in cash or to be applied in reduction of future charges.
Provision for ordinary cash discounts is desirable; particularly if
these discounts are reflected in profit-and-loss statements as deduc
tions from sales. Discussion with sales department officers, examina
tion of sales and agency agreements and invoice terms, and a review
of credits allowed should enable the accountant to determine the
general adequacy of the provisions.
Collectibility:

Provisions for losses on doubtful notes and accounts are neces
sarily based on estimates, but the estimates may usually be close
approximations unless there are a few large accounts of doubtful
collectibility. The adequacy of reserves may be considered by the
accountant on the basis of:

Subsequent payments of accounts.
Value of collateral held.
Possibilities of reclaiming merchandise sold and its probable realiza
ble value.
Review of individual accounts having past due or disputed invoices,
discussion with the credit manager, and, in the case of important
amounts, reference to letters from the customers explaining delays or
disputes, and scrutiny of financial statements of the debtors.
Analysis of reserve accounts and review of the company’s past experi

46

FINANCIAL AUDITS

ence and the ratio of past losses to sales; consideration of the amount of a
proper charge to earnings for the current year.
Knowledge of general business conditions affecting the company’s
customers.
Terms of credit insurance policies.
The reserve provided should be sufficient to cover, not only the
losses on accounts specifically considered doubtful, but also normal
losses to be anticipated on accounts which are current and appar
ently good. Losses of profit anticipated on merchandise returns
should also be provided for if significant in amount.
Collectibility implies collection in cash; accounts which may be
paid in any other manner should be otherwise classified on the
balance-sheet. Such accounts may include advances on purchases
(to be stated separately or included in inventories), advances to
salesmen for expenses (to be shown as a prepaid expense or deferred
charge), charges to customers for returnable containers and equip
ment (to be eliminated from receivables and sales, the liability set
up for refund of payments received therefor, and the containers
themselves shown at depreciated cost under separate classification
or under fixed assets; or, provision of a reserve for profits included
in the charges for containers may be sufficient adjustment if current
assets are not materially inflated by the inclusion of the charges).
Balance-Sheet Presentation

Notes and accounts receivable are classified, for inclusion in the
balance-sheet, in the following categories of debtors:

Customers (with separate statement of instalment amounts if sig
nificant). A caption “Trade accounts receivable” may be used to cover
customers’ accounts and other accounts arising in the ordinary course
of business.
Stockholders, directors, officers and employees (other than small
amounts receivable from such persons as customers).
Affiliated companies (even though they are customers).
Other (separately stating any significant amounts not in the ordinary
course of business, such as subscriptions to capital stock, etc.).
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The accounts should be further classified as between current and
non-current amounts. Probable collection within one year is the
usual standard for classification as current, but exceptions may be
made in accordance with customary business practice. It may be
impracticable to segregate instalments receivable after one year,
and adequate disclosure may suffice. Amounts due from affiliated
companies should not be shown as current unless warranted by the
current financial position of the debtors and consideration should
also be given to the company’s policy regarding the collection of
these debts.
Separate statement of the amounts of debts covered by notes or
acceptances need not be made if the total amounts and the fact
that such evidences of debt have been obtained are not significant.
Notes or accounts receivable which have been hypothecated or
assigned should be referred to in the balance-sheet. Goods on con
signment with customers should be shown only as inventory and
priced in the same manner as goods on hand.
Confirmation by Officers

In considering the validity, collectibility and classification of the
accounts and the reserves, the accountant obtains information from
the officers, credit manager and other employees and must rely to
a certain extent upon their judgment. As a record of such informa
tion and as further assurance that the opinions expressed have been
carefully considered, the accountant may obtain a written confirma
tion signed by the responsible officers of the company in somewhat
the following form:

A COMPANY
New York

August 20, 1936
C. P. Adams & Co.
New York, N. Y.
Dear Sirs:
In relation to your examination of the balance-sheet of A Company
as at June 30, 1936, and with reference to the notes and accounts receiv
able shown in our books of account, we confirm to you, to the best of our
knowledge and belief, that:
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1—The notes and accounts receivable may be correctly summarized
as follows:
Current:—
Notes receivable—customers:
Regular
$
Instalment
Accounts receivable:
Customers (regular)
Affiliated companies
Officers and employees
Miscellaneous

$
Non-current:—
Notes receivable—customers:
Regular
Instalment
Accounts receivable:
Customers
Affiliated and subsidiary companies
Miscellaneous

$

$
Total
Against which are carried reserves as follows:
For discounts and allowances
For bad debts

$

$
Employees’ expense advances
2—The above amounts were directly owed to the company at June
30, 1936, without hypothecation or pledge, and without reduction
for discounts, allowances or rebates of any kind not provided for
in the books of account.
3—There are no arrangements whereby any customers are entitled to
rebates on goods held, because of price protection, etc.

NOTES AND ACCOUNTS RECEIVABLE

49

4—The reserve for bad debts is, in our opinion, sufficient to cover any
losses which may be sustained in the realization of these notes and
accounts. The charges to the reserve during the year were properly
approved.
Furthermore, we have at this time no knowledge of any information
relative to the above matters and affecting the financial position of
the company at June 30, 1936 which has not been brought to your
attention.
Yours truly,
A Company
----------------- President
----------------- Treasurer
----------------- Credit manager
Such a confirmation does not relieve the accountant of his respon
sibility for an adequate, independent review of the receivables.

CHAPTER V
SECURITIES

As previously mentioned, securities owned or held as collateral
should be accounted for as at the balance-sheet date either by exami
nation or by confirmation from depositaries. If the depositary is
closely associated with the company or its officers, it may be advis
able for the accountant to examine the securities or to state in his
report that confirmation was obtained from that certain depositary.
Transfer agents frequently charge substantial fees for furnishing
confirmations, and it may be satisfactory to account for securities
out for transfer by examination of the new certificates when re
ceived and observation that the certificate dates and copies of origi
nal transmittal letters indicate that the securities were actually out
for transfer at the balance-sheet date. If securities must be delivered
or received during the count, complete records should be kept, in
cluding notations as to whether the securities delivered had already
been counted and whether the securities received are placed with
other securities not already counted.
The accountant should check a list giving complete information
as to face amount or number of shares, description of class of
security, endorsements for amounts paid on account. Negotiability
by the client should be noted and bond coupons should be
examined to ascertain that all unmatured coupons are attached.
If the examination is made subsequent to the closing date it
may be necessary to note certificate and bond numbers in order
to verify changes during the intervening period; it may also be
desirable to state in the balance-sheet or report the actual date
of inspection of important investments, if the examination is long
delayed and the internal control is not entirely satisfactory. If
there are large numbers of securities owned by the company and
held for customers, position records for each security issue are fre50
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quently of assistance in reconciling the total quantities examined or
confirmed with the total quantities of which there must be account.
Incomplete orders and uncompleted deliveries of purchases and
sales may require special attention.
Steps should be taken by the accountant to ascertain, so far as
possible, that the securities have not been improperly converted or
pledged to secure personal indebtedness at any time during the
period under review. He may be able to satisfy himself in this
respect by reviewing the control kept over the securities, such as
the customary requirement that two officers be present when the
bank safe-deposit box is opened and that lists of all securities de
posited or removed be signed by the two officers. Comparison of
certificate and bond numbers with the records or with previous
lists may disclose substitution of securities but will not disclose
temporary hypothecation.
In a first examination, the cost and basis of stating securities
owned at the beginning of the period should be reviewed. Changes
during the year should be vouched by reference to brokers’ advices
and notices of subscription or redemption. A test comparison of
purchase and sale prices with published quotations at the dates of
the transactions is also desirable in some cases. Specific authorizations
or approvals by the directors for major amounts should be exam
ined, since purchases and sales of securities and the making of
advances involve definite questions of policy. The book amounts
for the securities owned at the close of the period should be sched
uled and the totals compared with the ledger accounts.
Income from securities may be accounted for by reference to
published dividend records, etc., and the amounts should be traced
to the profit-and-loss accounts. Interest and dividends on the com
pany’s own securities held in its treasury do not constitute income
and should be deducted from the total amounts paid.
Theoretically dividends should not be shown as income unless
they represent the distribution of profits realized subsequent to the
acquisition of the investment; as a practical matter the amounts
involved are usually significant only in the case of dividends from
affiliated companies and it is then necessary to distinguish amounts
which represent a return of capital and should be applied in reduc
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tion of the cost of the shares. Dividends payable in capital stock
have, in the past, been subject to improper treatment in the accounts
of some companies. Such dividends, when paid in shares of the
same class, result in the recipient’s holding a greater number of
certificates to represent the same proportionate interest in the com
pany; there is no real change in his position. However, if the
distribution is made out of earnings realized since the acquisition
of the shares, it may be proper to reflect as earnings an amount
not in excess of the per share charge against the surplus of the pay
ing company. Similarly, receipt of subscription rights does not con
stitute income, but a profit or loss may be realized if the proceeds of
the sales of such rights is greater or less than the portion of the
original cost of the shares which may equitably be allocated to the
rights.
The basis of stating the securities in the financial statements
depends very largely on the nature of the investment and, to a
certain extent, upon the classification in the balance-sheet.

Marketable securities:
Readily marketable securities representing temporary investment
of working capital may be shown as current assets and should ordi
narily be stated at cost or market, whichever lower, or at cost if
the amount at market quotations is indicated and is not significantly
lower than the stated amounts. It is customary to compare cost with
market quotations for the aggregate of the investments rather than
for individual securities and to provide reserves for any net decline
in market quotations. In computing amounts at market quotations
it is customary to use the price of the most recent sale or the bid
price, except in unusual cases when the bid price may not be at all
indicative of the price at which transactions might take place.
Averages of bid and ask prices may also be used if no transactions
are recorded.

Investments in subsidiary or affiliated companies:

If financial statements of a company having significant invest
ments in subsidiary companies are to be reasonably informative as
to the company’s financial position and results, data other than
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the cost of the investments and the dividends received must be
disclosed. The extent of this additional information and the manner
of its reflection in the accounts is governed both by the relative
significance of the amounts and the company’s policies, but in any
event the accountant should obtain the following data as the basis
for his review:
Cost of the investments and the corresponding equities in under
lying net tangible assets (S. E. C. regulations require disclosure of the
manner in which differences in these amounts are treated in consolida
tion).
Amounts by which the equities have been increased or decreased by
undistributed earnings and losses since the respective dates of acquisi
tion and the equities in the profits or losses for the current period. (This
information regarding unconsolidated subsidiaries is required to be
included in certain statements filed with the S. E. C.)
Nature of transactions with affiliated companies; important variations
from prices or rates on similar transactions with outside parties; ap
provals of the bases.
Amounts of profits or losses on sales to or purchases from affiliated
companies which have not been realized through subsequent sales to
the public; the amount of changes in such unrealized profits or losses
which may affect the results for the period under review.
Financial positions of the individual affiliated companies and de
termination whether: the parent company may be required to advance
substantial amounts for working capital or for construction projects,
etc.; the company may draw upon other companies for funds needed
in its business; equities or voting control may be lost by defaults on
senior securities; dividend or interest guaranties may become operative;
earnings of affiliated companies can be distributed in dividends.
With this information the accountant should be able to determine
whether the company’s accounts, when supplemented by reasonable
foot-notes, may fairly present its status and results. If not, addi
tional schedules are required. These schedules may take the form
of completely consolidated financial statements; consolidating state
ments setting forth figures for individual subsidiaries or groups of
subsidiaries; separate statements of certain subsidiaries; statements
showing, for individual companies, the book amounts of invest
ments therein, underlying net assets, dividends or other amounts
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reflected in the accounts of the parent company for the current
period, earnings for the period, and the undistributed balance of
earnings or losses since acquisition of the investments. Consolidated
statements are particularly adapted to a presentation of the economic
position and the significance of a related group; they are much less
helpful in considering the position of creditors and the investment
prospects of individual security issues of the parent company.
If parent company statements are to be submitted without sup
porting schedules relating to affiliated companies, the following
general rules should be observed with respect to any significant
amounts:

Investments in subsidiary companies are ordinarily stated at cost or
cost less a provision for net losses of subsidiaries since acquisition. If
subsidiaries are closely controlled and substantially wholly owned
and their earnings may be readily withdrawn as dividends, it is satis
factory, provided the practice is consistently followed and the amounts
are disclosed, to reflect such earnings (less taxes or indicated ex
change losses on the transfer of the earnings) in the income accounts of
the parent company and to increase the book amount of the investment
accordingly. If provision for net losses of subsidiary companies is not
made, information as to the amount of such accumulated losses should
usually be included in the balance-sheet. A statement of the company’s
equity in underlying net assets may also be desirable.
Dividends received from subsidiaries should be separately stated in
the income account, and the aggregate amounts of net profits for the
period should be stated as explanatory information. If there are net
losses for the period, provision should preferably be made in the ac
counts.
Investments in controlled companies which are not closely associated
with the operations of the parent company and are, in effect, con
sidered as outside investments may be stated at cost without provision
for losses since acquisition, provided the cost is not in excess of the
equity in the underlying net assets. Explanatory notes are desirable.
Imminent calls upon the parent company’s funds for substantial pay
ments to or for affiliated companies should be disclosed in the balancesheet.
Reserve provisions or explanations are also required with respect to
profits on transactions with affiliated companies if the profits have not
been fully realized by subsequent sales to outside persons.
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In general, the parent company’s surplus should not be greater
than the comparable amount of surplus which would be shown by
a consolidated statement, and any large amounts causing variations
in either direction should be disclosed in the statements. It is prob
ably desirable to present figures relative to subsidiary companies
on a basis consistent with the parent company’s accounting practices
and to reflect adjustments in asset amounts, etc. corresponding to
the basis established by the parent company at the time of acquisi
tion of the investment.

Reacquired shares and bonds:
Accounting for reacquired shares and bonds held in the treasury
may be complicated by various factors, but the principle is well
established that treasury securities should be separately stated, with
notations as to the number of shares or the face amounts, and
should not be shown as current assets. Unless the securities have
been acquired or set aside for a definite purpose, such as sale to
employees or issuance under contracts for services or property, it is
preferable to treat them as deductions on the liability side of the
balance-sheet. In the case of reacquired bonds it is clear that the
indebtedness has been discharged and the original borrowing trans
action has been completed whether the bonds have actually been
cancelled or not. Net discount, after writing off unamortized dis
count on the initial issue, may, therefore, be considered as ex
traordinary gain in the year of acquisition. This plan has generally
been adopted by the courts as proper for federal income-tax pur
poses. Adoption of this practice precludes the reflecting of gains
in various years on the basis of more or less arbitrary decisions to
retire portions of the treasury bonds. Many companies, however,
show net discounts or premiums in profit and loss or surplus in
the period in which the bonds are formally cancelled. If the accounts
are treated consistently and the amounts are separately stated, there
appear to be few objections to these practices.
Statutes or provisions of bylaws or indentures may indicate that
the entire cost of reacquired shares should be charged to surplus,
but the fact that such purchases can be made only if there is an
equivalent amount of surplus does not necessarily mean that good
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accounting practice would require such a charge. In other cases,
premium or discount on the reacquisition of shares having a defi
nite par or stated value may represent proper charges or credits to
capital surplus, or the facts may be better presented by charging a
proportionate amount of premium to earned surplus to reflect the
purchase of a portion of the stockholders’ equity in assets repre
sented thereby. The amounts to be deducted from capital stock and
capital surplus, respectively, for reacquired shares without a definite
stated value are subject to determination by the directors, but they
should be reviewed by the accountant. No profit or loss on transac
tions in treasury shares, as such, should be included in earnings.
If treasury bonds or shares are shown as assets they are usually
stated at cost, and the reasons for treating them as assets should
be set forth in the balance-sheet. When such securities are reissued
for assets other than money, they should be taken at fair value at
that time for purposes of determining the cost of assets acquired
or the amounts chargeable against earnings for services, and the dif
ference should be treated as premium or discount.

Other securities:
Other security investments are usually stated at cost, less such
reserves as appear to be required after a review of any available
quotations and of the issuer’s financial statements. Investments
made for business reasons rather than for income, in some cases,
may properly be carried at amounts in excess of realizable values.
Significant investments in bank or other shares involving double
liability should be indicated.

Other investments:

Other investments may include, in addition to securities, mort
gage notes (or bonds), life-insurance policies, long-term advances,
etc. Mortgages, fire-insurance policies, tax receipts and letters of
attorneys regarding title should be examined in support of the
mortgage notes (or bonds) if of significant amount, and con
firmations from the debtors may also be desirable.
Cash-surrender values of insurance policies covering the lives of
officers, under which the company is the beneficiary, may be

SECURITIES

57

quickly realized, but unless the company intends to collect such
amounts, it is preferable to exclude the cash-surrender value from
current assets. The policies and receipts for current premiums should
be examined. Confirmations from the issuers are desirable with
respect to the beneficiary and rights regarding changes in bene
ficiary, the cash-surrender value, any loans obtained on the policies
and the dates to which premiums had been paid. Such loans should
be set forth in the balance-sheet, preferably as a liability, although
deduction from the cash-surrender value may be satisfactory if it is
clear that other funds will not soon be used to repay the loan.
Long-term advances are reviewed like other receivables, but there
may be less necessity for providing reserves if the advances are of a
relatively permanent nature and, as a practical matter, represent
investments in the respective companies.
Balance-Sheet Presentation

Securities should be included under current assets only if they
are readily marketable and, even then, only if they represent tem
porary investments of working capital which could be converted
into cash without affecting the company’s operations. Securities
representing funds borrowed or set aside for plant construction,
etc., securities in sinking funds, shares in affiliated companies and
treasury shares may perhaps be easily converted into cash, but they
are not properly included as current assets. Any investments which
have been pledged should be so designated in the balance-sheet.

CHAPTER VI

INVENTORIES
A satisfactory test of inventory prices entails a considerable knowl
edge of the purchasing and production practices and of the sales
trends and may constitute the most interesting part of the examina
tion. And since the basis of determining the amounts may very
materially affect the reported earnings, sound judgment is a prime
requisite. Much reliance must be placed upon the management for
the correctness of the inventories, even though overstatement of
inventories is one of the more common methods by which
officers may attempt to improve the position shown by financial
statements. For this reason the accountant should give full play to
his ingenuity in devising and applying various types of tests to
prove the general accuracy of the figures. Like the columns on
inventory sheets, the accountant’s examination comes under the
headings of quantity, price and amount.

Quantities:
In the first instance, the accountant must usually rely upon the
management for a proper determination of the quantities and con
dition of goods on hand. Only in very rare cases will he assume
responsibility for the correctness of the count and the description
of merchandise on hand; the technical knowledge and the large staff
of assistants which would be required are beyond the sphere of the
accountant and the expense of such verification would be pro
hibitive. There is, however, much that the accountant can do to
satisfy himself as to the substantial accuracy of the quantities.
A review of the procedure followed by the company should indi
cate whether or not:

The stock-taking had been carefully planned and proper arrange
ment of stock had been made to permit an accurate count.
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The employees engaged on the work were competent and were
properly supervised.
All goods on hand, whether the property of the company or not,
were counted and properly listed and described.
Lot tags or other means of identification were used to prevent dupli
cate inclusion on the inventory sheets.
Methods of estimating goods in process were sound and any lists
of jobs in process were checked to preclude the inclusion of goods
which had been completed and shipped.
All inventory sheets issued were returned or their loss was satisfac
torily explained.
All counts were checked and material differences between counts
and book records were carefully investigated and explained.

The scope of the accountant’s examination will be influenced by
these factors.
Usually the accountant accepts as his starting point the original
count records signed by the employees taking the inventory.
Counting bales of cotton or wool, bags of cement, flour or fer
tilizer, rolls of cloth or paper, or other relatively large units may
serve to satisfy the accountant that the counts have been carefully
made and that the total recorded quantities are actually on hand,
and such tests are occasionally made.
Book records of quantities may be quite as accurate as a com
plete simultaneous stock-taking if the records are well kept and are
subject to current check. Book inventories kept both in quantities
and in dollar amounts and tied to the financial accounts mayJ afford
particularly good control. Book records are especially desirable in
the case of loose piles of such bulk materials as coal and wood
where the cost of an accurate, physical determination would be pro
hibitive. If records are not maintained for these materials, surveys
or estimates made and submitted by competent engineers or em
ployees should be examined by the accountant. If perpetual inven
tories are maintained, the accountant should ascertain the frequency
of the test counts (it is common practice to have the book records
tested at intervals of three or four months), review the amounts of
discrepancies reported, see that the necessary adjustments have been
made in the books and determine that all receipts and requisitions up
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to the closing date have been recorded. He may also wish to make
counts of a limited number of items as a test of the accuracy of the
records. Lists prepared from book records will take the place of the
original count sheets where such records are kept and a count is not
made.
Many of the larger companies have adopted the practice of taking
physical inventories a month or two prior to the close of the fiscal
period. When the changes during the interim can be properly de
termined from records of the cost of production and sales, this
procedure is generally satisfactory to the accountant.
Quantities shown by the original count records should be tested
by comparisons with summaries and with final inventory sheets
used for pricing. Exclusion of goods listed which were not the
property of the company should be checked. This may re
quire confirmation by direct communication with the owners.
Care is necessary in determining that all merchandise billed
and charged to accounts receivable has been excluded from in
ventories and that liabilities for all purchases and charges to pro
duction have been reflected in the accounts. Goods at outside
warehouses or held by consignees should be included in the inven
tories and confirmed if of significant amount. Goods in transit or
held by vendors for the account of the company are properly in
cluded in inventory, at least to the extent of the legal ownership
thereof. Comparison of shipping and receiving records with sales
and purchase invoices for a few days immediately before and after
the inventory date is a good method of determining the accuracy
of the cut-off of the records. Examination of invoices not entered
prior to the balance-sheet date and of uncompleted purchase con
tracts, etc. may furnish additional information as to unrecorded
liabilities.
Independent tests of the quantities shown by physical inven
tories may take various forms. One of the most satisfactory tests,
well worth making when practicable, is a complete comparison of
units of principal products purchased and manufactured with quan
tities sold, taking into account the opening and closing inventory
quantities. Formulas showing the composition of products may
enable the accountant to consider the reasonableness of the reported
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quantities of purchases and inventories of the primary materials as
compared with reported production. Comparison of inventory
quantities with sales volume and previous inventories may also in
dicate whether or not the stocks are active and well balanced. Ex
amination of purchase invoices in price tests may disclose whether
the goods have been purchased within a reasonably short period
and whether the reported quantities appear plausible. Taxing au
thorities sometimes require records which are of material assistance
to the accountant—for example, the production statistics required
of breweries.
Finally, the “gross profit test” may furnish substantiation of the
approximate accuracy of the inventories if the gross profit margin
remains fairly constant or if the effect of changes in sales prices and
costs can be estimated. This test consists of a comparison of gross
profit ratios for different periods to ascertain if changes arise from
factors other than inventory errors. The shorter the periods for
which the comparisons may be made, the greater are the possi
bilities of detecting inaccuracies in inventories; thus quarterly or
monthly figures are more useful for this purpose than annual
figures.

Prices:
“Cost or market, whichever lower” is the most generally ac
cepted basis of stating inventory amounts. Other bases may be
used in accordance with usual practices in certain types of businesses,
and inventories consistently stated at cost (or at market in some
special cases) are acceptable for federal income-tax purposes. Other
practices have developed chiefly because of inherent difficulties in
determining the separate costs of joint products or the market value
of unique or widely diverse merchandise. But some companies have
adopted the practice of stating normal minimum inventory quanti
ties at fixed low prices, usually below both cost and market, in order
to reduce the effect of cyclical price fluctuations upon reported earn
ings. This practice assumes that the quantities which must be car
ried are analogous to fixed assets and it therefore follows that
changes in price levels for these quantities should not be reflected
in earnings. Somewhat similar purposes have actuated the adoption
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of the “last-in, first-out” method of costing inventories in the oil
industry, but this method may result in inventories priced in excess
of market. Because of the general adoption of the basis of “cost or
market, whichever lower”, it is usually desirable to indicate the
variations in the financial statements caused by the adoption of
these alternative methods.
Whatever basis is adopted by the company must be consistently
maintained if the figures for earnings are to be trustworthy. Accord
ingly, it is essential that the opening inventory be reviewed by the
accountant if he is to submit statements showing the profit for the
period. Such a review of the opening inventory should be as compre
hensive as that of the closing inventory, although much of the detailed
work may be eliminated by making comparisons. If the amount of the
opening inventory stated on the basis adopted at the end of the
period be different from the amount previously shown, the amount
of such difference, if significant, should be reflected as a separate
adjustment in the statement of profit and loss. This requirement is
summarized in the Institute bulletin as follows:

“Ascertain that the inventories at the beginning and the end of the
period are stated on the same basis, determined generally in the same
manner, or, if not, the approximate effect on the operating results.”
Irrespective of the method adopted by the company, some com
parisons of the stated amounts with both cost and realizable values
are necessary in order to determine that the basis used appears fair
and reasonable. Material understatements of inventories may be as
misleading as overstatements in their effects on profits. In no case
should the inventories be stated at amounts in excess of the aggregate
net realizable value; and it is preferable that the basis adopted should
permit a normal profit at estimated sales prices. Past price declines
should be reflected in the accounts and subsequent periods should
not be handicapped at the start by excessively valued merchandise.
It is in accordance with this principle that the basis of “cost or
market, whichever lower” has been generally accepted. The deter
mination and application of the component elements of “cost”
and “market” may be separately considered.
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Cost
Purchased merchandise and materials:
“Cost” is not such a definite rock-ribbed fact as it is usually con
sidered, but if adequate records are kept costs may ordinarily be
determined with reasonable accuracy. Cost of merchandise for re
sale and of raw materials and manufacturing supplies ordinarily
represents:

Invoice cost less all trade or quantity discounts and rebates allow
able (with the possible exception of ordinary cash discounts not in ex
cess of 2%).
Inward freight and hauling charges, import duty, brokerage, com
mission, etc. (freight on shipments to branches or consignees may be
included).
Purchasing department services and actual unloading, handling
and storage expenses may also be included in cost, but such charges
are more frequently considered as operating expenses, inasmuch
as they do not directly add to the worth of the merchandise. It may
also be mentioned that “cost” for goods carried over from a pre
ceding fiscal period is considered to be the price at which they
were included in the opening inventory for the current period.
The cost of purchased goods is ordinarily confirmed by the ex
amination of vendors’ and carriers’ invoices covering quantities of
individual items equivalent to the inventory quantities. The extent
of such tests depends upon the variety of the goods and the ade
quacy of the purchase records. It may cover from 25 to 100% of the
total amounts. If the company uses average or standard costs, such
average prices should be substantially equivalent to latest actual
prices.
In the case of chain stores and department stores, it is customary
to maintain records of merchandise at retail prices and to reduce
the retail amount to approximate cost by eliminating from inven
tories the estimated amount of gross profit included. If the pro
cedure is to be satisfactory, the relative proportions of high-profit
and low-profit merchandise in each department must remain fairly
constant and the records must be well kept. In such cases, the ac
countant’s review consists of tests of the records of original mark-up,
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subsequent retail price increases and decreases and of the computa
tions. It is the practice for department stores to apply to the inven
tory at retail the higher ratio of gross profit shown on original
mark-ups rather than to give effect to subsequent net mark-downs
in determining the ratio. This procedure results in an inventory
amount which is less than cost and is generally considered to rep
resent the lower of cost or market, since it provides for retail price
reductions.

Processed and finished goods:

Satisfactory determination of cost for processed goods is de
pendent upon satisfactory records of unit production costs. Cost
accounting records which are controlled by the financial records
are most satisfactory. If unit costs used for inventory purposes are
based upon estimates, time studies, etc., it is desirable (but fre
quently impracticable) to test their accuracy by comparing the
total computed cost of production of the various products for a given
period with the costs recorded in the financial records. In any case, a
review of the methods of cost accounting or estimating is necessary.
Cost-accounting systems may be designed to furnish either process
costs or job costs, but in either case the accountant is interested in
the methods of distributing charges for materials, labor and bur
den—particularly in the composition of the burden. Direct material
costs (other than amounts represented by depletion charges) are
tested in the same manner as purchased materials with proper al
lowances for waste and recoverable by-products. When two or more
products of varying sales value result from one process, it is cus
tomary to allocate the total costs in proportion to the sales values.
Minor by-products are ordinarily stated at net realizable values
and low arbitrary prices consistently maintained are satisfactory.
Total labor costs are determined from the financial records, and
the distribution is based upon job records, piece rates or time
studies. Piece rates are, of course, the most readily allocated. Burden
may be distributed on various bases depending upon the nature of
the charges and the nature of the operations. Supervision salaries
in proportion to wages; rents in proportion to floor space; and
depreciation, insurance and taxes in proportion to departmental
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totals of fixed assets may be the ratios used in initial allocations.
Distribution of burden to individual products may be in proportion
to direct materials or direct labor or both, or on the basis of machinehour rates; and the amounts distributed may be actual or based
upon estimated production volume.
Burden normally includes:

Indirect salaries and wages for supervision, repair labor and service
departments.
Indirect supplies and repair parts.
Power, light and fuel.
Operating factory rent, depreciation, insurance and property taxes.
Burden used in computing inventory prices should not include:

Fixed charges on plant in excess of requirements for normal opera
tions.
General and administrative expenses (salaries of officers in charge
of production may be apportioned).
Selling expenses or packing and shipping department expenses not
yet incurred (royalties to be paid on sales are, however, preferably
recorded as liabilities and included in inventories).
Interest on capital.
Interest on indebtedness incurred to carry inventories, except in ex
traordinary cases.
No definite rule can be laid down for drawing the line between
plant representing definitely excess capacity and plant which is
occasionally used for peak loads under normal conditions, but
fixed charges on excess capacity, such as that arising from duplica
tion of facilities in consolidation, should not be included in inven
tory costs.
Selling, administrative and other expenses must be considered by
the management in determining prices at which sales are profitable,
but they are not properly included in inventory amounts. Similarly,
interest on capital is sometimes used in computing selling prices
or for comparative statistical purposes, but it is not generally ac
cepted as a proper element of cost for inventory purposes. Interest
on borrowed money is more closely related to financial policy than
to production and is seldom regarded as a proper element of in
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ventory cost, and even then usually in case of products requiring a
long aging period before reaching marketable condition.
Production costs over a reasonable period may be averaged in
determining prices for inventory purposes, but such averages should
be compared with latest costs and with costs in “normal” periods
in reviewing the reasonableness of the amounts used. This review
is especially applicable with respect to high burden rates resulting
from low production. Over-absorbed burden as shown by profitand-loss accounts is an indication that inventory costs may be over
stated.
“Cost” means cost to the company as a whole (or to the group of
companies in the case of a consolidated balance-sheet) and no inter
departmental (or intercompany) profit should be included in the
final amounts.
Market

“Market” is susceptible to many interpretations. For purposes of
application to inventory amounts, it is construed as the prices in
the market in which quantities comparable to the inventories may
be purchased; if there be no such market, prices in the company’s
sales market may be used after making proper deductions for selling
and other expenses and for normal profit.
Sources of market prices arranged in order of usual preference
may be listed as follows:
Prices specified by firm purchase contracts entered into at or near
the balance-sheet date.
Published market quotations for staple products adjusted to reflect
variations in grade or distribution point (provided the quotations are
applicable to comparable quantities).
Current invoice prices for merchandise (provided the prices are not
fixed by prior contracts).

Such prices are applicable to purchased merchandise, raw ma
terials and supplies and to standard finished products.
In the case of materials already put into process and of finished
products market may be considered as either:
Estimated sales value less provisions for shipping, selling and ad
ministrative expenses and for profit margin (if applied to unfinished
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production there must be provision for the costs of finishing); or
Replacement cost, including materials at current market prices and
labor and overhead at current rates.

Replacement cost may properly be computed at costs applicable
to a prior period of sufficient length to permit the production of
the quantities on hand; comparison with net realizable values
may influence the final determination. “Normal” profit margins
are highly theoretical and the accountant may usually be better
satisfied with amounts computed by some other more definite
method, which may then be tested by comparison with net realizable
values.
A third basis of valuation, estimated net realizable value, may
properly be considered as “market” when applied to unimportant
by-products, discontinued lines of merchandise, damaged goods
and inventories of companies in liquidation.
“Cost or market, whichever lower”
In the application of “cost or market, whichever lower” to specific
cases, important differences of opinion frequently arise and hard
and fast rules can not be laid down. However, the following prin
ciples are applicable in general circumstances and certain exceptions
are noted:

(a) Cost and market should be compared for individual articles or
products and not for total inventories; it may, however, be proper
to include at cost certain products which can not be sold at a
profit on that basis if the products are carried to complete a line
which is profitable as a whole.
(b) Prices higher than outside market quotations may be proper in
certain cases such as: (1) semifinished products, not intended for
outside sale, which can be completed and sold at a normal profit
over cost; and (2) goods covered by firm sales contracts at prices
which yield a normal profit.
(c) Market is to be determined as at the balance-sheet date. Considera
tion should, however, be given to subsequent price changes, and, if
significant losses on the inventories are indicated, reserves for them
are desirable; if reserves are not provided, reference to the price
declines should be included in the financial statements or the re
port.
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(d) Market need not be computed by the method which produces the
lowest price; for example, if replacement cost is substantially
below current levels for finished products, it may be disregarded.
Prices which will permit the realization of a reasonable profit
and are determined on a consistent basis from year to year repre
sent the goal to be attained.
In estimating the sales prices for materials it is necessary to give
special consideration to slow-moving stocks. Scrutiny of changes
in lists of products, comparison of purchase and production figures
with inventory quantities, review of inventory sheets for notations
as to damaged goods, examination of sales invoices and discussion
with sales officers may disclose articles which require price reduc
tions. In some companies, analyses of inventories by periods of re
ceipt (or production) are available and may aid in this examina
tion. Obsolete supplies and materials for discontinued lines head
the list of suspects. Weight may be given to the opinions of em
ployees of the company as to the probable use of such materials or
as to their realizable value if disposed of as distress lots.
Amounts:

Comprehensive tests of the clerical accuracy of extensions and
footings of inventory sheets are required. Extensions of larger
amounts should be checked and smaller amounts scanned suf
ficiently to detect substantial errors in decimal places, etc. Particular
care is necessary with regard to units to see that inventory quantities
and prices are stated in the same terms.
Summarizations, adjustments for materials not on hand or not
owned and elimination of interdepartmental profits or other im
proper elements of cost are most subject to errors and, accordingly,
require a complete check.
Inventory sheets should bear the signatures or initials of the em
ployees who have entered and checked the figures, extensions and
totals, and the accountant may limit his tests somewhat in propor
tion to the extent and degree of independence of the checking done
by the company employees.
For bookkeeping and costing purposes it may be desirable to
maintain stock records on the basis of standard or actual cost and
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to create valuation reserves to adjust such amounts to the adopted
basis of valuation. These reserves should be offset against the re
spective inventory amounts for presentation in the balance-sheet.
On the other hand, precautionary reserves to cover possible future
declines in prices, obsolescence of style merchandise, and similar
unrealized losses should be separately disclosed in the balance-sheet.
The practice of creating secret reserves to equalize profits or for
other purposes is deprecated by accountants. Adoption of low fixed
prices as the inventory bases for certain quantities of partly-proc
essed or finished materials results in the creation of such reserves
to the extent that disclosure is not made of the variation from the
generally accepted basis of cost or market, whichever lower. This
should not be understood to be a criticism of reasonable business con
servatism—which is to be desired.
Balance-Sheet Presentation

Inventories are not usually classified as between current and noncurrent assets in accordance with the period over which they may
be sold, but some reference to abnormally large quantities may be
made. Expense supplies such as stationery, postage, advertising ma
terial or other items not properly entering into the cost of goods
sold are shown as prepaid expenses or deferred charges. Similarly,
construction materials (including a reasonable allocation of mate
rial which could be used either for construction or repairs) should
be excluded from current assets.
Of the inventory amounts classified as current assets, the most
customary subdivision is into raw materials, work in process, fin
ished goods and manufacturing supplies. The advantages of such a
classification include disclosure of extensive anticipation of require
ments for materials, indication of funds tied up in work in process
and of amounts of goods available for immediate sale, and separa
tion of supplies which may not be of a current nature. In particular
cases, other classifications may be even more informative and more
desirable.
Advances made under purchase contracts are preferably shown
as separate items in the balance-sheet. Advances of this kind may be
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less current and the fact that the company makes such advances
may be significant. Confirmation of the amounts should as a rule
be obtained from the vendors.
Liens upon inventories should be disclosed in the balance-sheet
with the stated amounts of the hypothecated goods. Information as
to liens may be obtained from confirmations of loans payable or of
quantities in outside warehouses and from the company officers and
records.
Inventory captions should state as explicitly as practicable the
basis on which the amounts were computed. For example: at cost
or market, whichever lower; at market, approximately equivalent
to cost; at average (or estimated) cost or market, whichever lower;
at cost, not in excess of aggregate net realizable amounts. Captions
such as “at or below cost or market,” and “at cost or less” are not
sufficiently definite to be desirable. Phrases indicating the manage
ment’s responsibility for the determination of the quantities and
condition of goods are preferably included in the captions.
Commitments

Purchase contracts for goods should be examined and prices and
undelivered quantities noted. Reserves should be provided to cover
indicated losses on contracts specifying firm prices in excess of cur
rent market unless the quantities are covered by firm sales contracts
on the higher basis. Quantities in excess of requirements for a
reasonable future period should be mentioned in the balance-sheet
as a contingent liability even though the prices are favorable.
Sales contracts should be reviewed in the determination of market
prices. Profits on the completed portions of contracts which may
not be finally completed until later periods may be taken up in the
accounts if the work is far enough along to ascertain that a profit
will be realized on the total contract and if the amount allocated
to the current period is reasonable.
Transactions in commodity futures markets, other than as a
hedge against inventories or sales commitments, may be speculative
in character and if so should be disclosed in the financial state
ments. For verification purposes, it may be desirable to request con
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firmations from all commodity brokers with whom the company
has dealt during the period.
Confirmation by Officers

The accountant should obtain written confirmation of informa
tion obtained during the examination. Such confirmation should be
adapted to the particular circumstances, but the following example
is indicative of the type of confirmation to be obtained:

A COMPANY
New York
August 20, 1936
C. P. Adams & Co.,
New York, N. Y.
Dear Sirs:
In relation to your examination of the balance-sheet of A Company
and with reference to the inventories shown by our books of account
as at June 30, 1936, we confirm to you, to the best of our knowledge
and belief, that:
1—The inventories of A Company as at June 30, 1936, may be cor
rectly summarized as follows:
Raw materials
Work in process
Finished goods
Manufacturing supplies and repair parts
____________
Together
■—
Stationery and office supplies
Advertising materials
2— Quantities were determined by actual count, weight or measure
ment by responsible employees of the company as at June 30, 1936,
with the exception that:
(a) Manufacturing supplies and repair parts were determined
from book records of quantities which were adjusted on the
basis of actual counts throughout the year, and
(b) Stationery and office supplies were stated as heretofore at the
arbitrary amount of $1,000.
3— Quantities so determined were priced (on the same basis as at
June 30, 1935) at cost or market, whichever lower, applied to in

72

FINANCIAL AUDITS

dividual items, and proper allowance was made for damaged, ob
solete or unsalable goods.
4— No goods were included which were not the property of the com
pany or for which liability had not been taken up in the accounts as
at June 30, 1936, and all goods billed to customers were excluded.
5— There were no liens upon the inventories.
6—There were no purchase commitments for materials at prices in
excess of current market quotations or for quantities in excess of
requirements.
Furthermore, we have at this time no knowledge of any information
relative to the above items and affecting the company’s financial posi
tion as at June 30, 1936, which has not been brought to your attention.
Yours truly,
A Company
---------------- President
---------------- Treasurer
---------------- In charge of
inventories

CHAPTER VII
PROPERTY, PLANT AND EQUIPMENT

Fixed assets—including in that term, land, mining properties,
buildings, machinery, equipment and the like—call for a common
sense review of policies and practices as much as for examination
of details; and the former may be the more worth-while of the two.
Theoretically, no amounts should be capitalized by increases in prop
erty and plant accounts except those representing either increases in
productive capacity (or efficiency) or extensions of the useful life of
existing capacity—additions and betterments. Practically, exact dif
ferentiation is difficult as between expenditures properly to be capi
talized (improvements and replacements) and expenditures prop
erly to be charged against earnings (maintenance and repairs). A
second problem concerns the deduction from the accounts for assets
removed, rendered obsolete by new machines, or held idle because
of capacity in excess of current requirements, although not definitely
abandoned. A third problem arises in determining proper provisions
for depreciation and depletion.
To a certain extent, these are engineering problems, and to a
greater extent they may be matters of management policy. The
accountant’s interest is in the reasonableness of the policies and their
effect upon earnings figures and in the accuracy with which they are
reflected in the accounts. The examination of fixed-asset accounts is
directed primarily to ascertaining that the net book amounts are
stated on a satisfactory basis (preferably historical cost less deprecia
tion thereon) and that the depreciation charged to earnings is in line
with the stated amounts. Secondarily, consideration should be given
to the elimination of all dismantled or abandoned plants and the
relative reserves therefor, so that the gross amounts and the ratios of
reserves shall not be distorted.
73
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Beginning Balances

In a first examination, it is necessary to make some review of the
fixed-asset and reserve accounts for prior years to determine the
basis upon which the assets are stated, the methods and rates at
which the reserves have been accumulated and the effect which any
changes in bases have had upon surplus accounts. The extent of
this review may be affected by various factors, such as reports by
other accountants, appraisals reflected in the accounts, reorganiza
tions resulting in revised amounts and the length of the period
during which assets would have become fully depreciated in the
accounts. Ordinarily, the analysis of the accounts should show de
tails only for major acquisitions and totals of additions and deduc
tions by years. More details for the two or three immediately pre
ceding years may be desirable, however, to establish more definitely
the company’s policies with regard to segregation of revenue and
capital charges. Contracts and deeds covering the major acquisitions
may be inspected; although it is not the accountant’s duty to verify
the titles conveyed by the deeds, he may note that they are endorsed
by public officers as having been recorded and he may see attorneys’
reports on title searches. Mortgages should be followed through to
discharges or to current unpaid balances.
Particular attention must be given to the stated amounts for prop
erty acquired in consideration for issues of the company’s own se
curities to see that fair value of the property appears to have gov
erned the amounts with respect to which there were issued bonds,
shares without par value or par-value shares—particularly if some
shares were soon donated back to the company. In such cases,
amounts determined in good faith by the directors may be accepted.
Write-ups of properties to reflect appreciation shown by ap
praisals were frequently made prior to 1930; since then write-downs
to reflect lower replacement costs have been popular with many
company officers. Accountants have not favored such adjustments
except in special cases. Replacement costs, varying widely with
slight changes in the basis of calculation, are not of particular sig
nificance to a going concern. Amounts of or changes in such ap
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praised values may bear no relation to the profits which the manage
ment may be able to earn from the operation of the company’s plant.
Under such conditions, historical cost, even though composed of
units purchased on various price levels and with dollars of different
kinds, at least shows the amount which the company has invested
in properties, and this is a more pertinent fact from an operating
standpoint than a theoretical computation of fluctuating values.
Judicial difficulties encountered by the railroad valuations for rate
making purposes are indicative of the futility of expensive computa
tions of hypothetical values. Prudent investments in plant result in
lower depreciation charges and consequent higher earnings; and the
growing realization of the relative importance of income statements
may reduce the tendencies toward write-ups in fixed assets in con
nection with bond issues. Although explained in terms of conserva
tism, write-downs, in many cases, resulted indirectly in adjustments
of the relative interests of different classes of stockholders. By re
ducing depreciation charges this “conservatism” has increased re
ported earnings and permitted the payment of dividends on junior
securities from funds which otherwise would have been retained
in the business to the greater protection of senior securities. Write
downs have now (at least temporarily) gone out of style.
The accountant should satisfy himself that such write-ups and
write-downs, if finally decided upon, are based upon some ap
praisal and are properly reflected in the accounts. Appraisal re
ports or computations may be reviewed to ascertain (1) the book
amounts which correspond to the assets reported upon and (2) that
any indicated capital adjustments represent changes in price levels
rather than corrections of past inaccuracies in the accounts or re
visions of depreciation and obsolescence provisions affecting past
earnings. Formal action should be taken by directors with respect
to changes in bases of stating fixed assets, and major write-downs
should be authorized by shareholders in the same manner as would
be a complete reorganization of the company to accomplish the
same result.
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Asset Accounts—Current Period

Additions:

Amounts charged to fixed-asset accounts during the current
period should be reviewed in some detail. Approvals by the di
rectors or the proper officers should be seen and vendors’ invoices
for the larger amounts should be examined. Careful scrutiny and
inquiries should be made to ascertain that the amounts do not rep
resent repairs and that any assets displaced by the additions have
been removed from the accounts. Purchases from affiliated com
panies should be carefully investigated to disclose any profits or
losses on the transfer. Some special points in various types of addi
tions may be separately considered.
Complete plants purchased:

Contracts, deeds, bills of sale and the directors’ determination of
the proper classification of the purchase price among the various
asset accounts should be examined. Although not technically cor
rect, it may be proper to state the assets at a gross amount higher
than cost and to set up a reserve for depreciation, representing the
estimated amount required, to reduce the net amount to cost. This
is most frequently done in the case of assets acquired from affili
ated companies, and the practice permits the use of depreciation
rates comparable with rates on other similar assets instead of the
higher rates which would otherwise be required because of the
shorter remaining life after the date of acquisition. If the proper
ties are acquired subject to mortgages, the gross amount should be
reflected in the accounts. Leases and agreements in relation to lease
hold properties acquired should be examined and the terms noted.
Legal fees and other expenses directly connected with property ac
quisitions should be capitalized, as should expenditures for initial
repairs necessary to put the plant in operating condition.

Plants constructed by outside contractors:

Contracts and architects’ or engineers’ requisition approvals or
certificates should be examined in the case of plants constructed by
outside contractors. Individual payments need not be vouched if the
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final requisitions set forth the total amount payable and the total of
prior payments. Percentages of payments withheld pending final ap
proval of the work by the company should be reflected in the ac
counts as liabilities, and if the contracts are uncompleted at the
close of the period it may be necessary to request confirmation of
the liability for work completed but not billed. Accruals of archi
tects’ or engineers’ fees to the closing date should be reflected in the
accounts.
Interest on money borrowed for construction, taxes and sundry
expenses prior to operation may be capitalized if incurred directly
in connection with the construction. Amounts which would have
been paid irrespective of the construction work should not be capi
talized.
Company's construction orders:

Many companies have adopted the practice of preparing work
authorizations for all repair and construction jobs estimated to cost
over a fixed amount ($100 to $1,000 minimum), and this practice is
of great assistance to the accountant. Forms for such authorization
ordinarily provide for the following information:

Description of the work and its purpose.
Estimate of cost—in many cases broken down by individual pur
chases to be made, company labor, direct overhead.
Statement of the cost of old assets to be replaced or converted.
Accounts to be charged.
Approvals.
On these forms or in separate records, the actual costs are recorded
and final reports are submitted, comparing actual and estimated
costs. From the descriptions of the work, the accountant can review
the propriety of the charge to fixed assets; the comparison with
estimated costs provides a check on the correctness of the charges;
and the information as to assets replaced assists in reviewing the
credits to the asset accounts and the charges to reserves. Where this
system is in force and the internal check is good, the tests of the
detailed records may be restricted to a few of the larger jobs and
may consist of the examination of vendors’ invoices, review of
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the basis and accuracy of the distribution of labor charges and
particular consideration of any overhead charges. Factory oper
ations should not be relieved of normal overhead charges simply
because of unusual construction work; on the other hand, if de
partments are continually engaged in construction, part of the
overhead of these departments may properly be allocated to the
construction work. A review should be made of the computation
and total amounts of such charges during the period as a basis
for considering their correctness and their effect on the accounts.
Sundry direct purchases, supply requisitions and labor:

Purchase contracts or invoices for larger amounts charged direct
to plant accounts should be examined, particularly for the descrip
tion of the item and the approval for the charge to capital assets.
Labor charges and requisitions for supplies should be tested for nota
tion of the accounts to be charged. Particular care with regard to
segregation between capital and repair items and between additions
and replacements are necessary in the examination of these items.
Invoices and requisitions may describe the items as so much sheet
steel or so many feet of lumber, without indication of the purpose
for which it was to be used; labor charges may be equally indefinite
as to character; and an invoice for the purchase of a new machine
may not indicate that it replaced an old machine which has not
been removed from the plant or from the accounts. Discussion with
officers as to construction work done and a walk around the plant
may be more valuable as a check on the additions than an examina
tion of the invoices and requisitions.
Freight, installation and moving charges:
Freight and cartage charges and the cost of the initial installation
may properly be capitalized. Costs of experimental alterations neces
sary to efficient operation may also be included. Moving charges,
incurred in anticipation of operating economies or for other reasons,
which do not represent betterments to the machines should not be
capitalized; but these amounts may be deferred and written off
over a period of a few months if necessary in order to prevent the
distortion of operating results.
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Classification:
The classification of charges among the various
and departmental subdivisions may be important for
depreciation provisions and production costs, and
scrutinized. Decisions of directors or estimates made
may be of assistance in the review.

asset accounts
its effect upon
it should be
by contractors

Repairs:
In connection with the examination of additions to fixed-asset ac
counts, it is well to review the charges to repairs and to compare
the amounts of such charges for both the current and one or two
prior years for any indication of change in practice with regard to
the classification of expenditures. Authorized work orders for larger
repair jobs are of material assistance in reviewing the charges, but,
if such records are not kept, the accountant may refer to larger
invoices, analyses by departments or other available data, and he
may make inquiries of the production and accounting officers to
satisfy himself as to the nature of the expenditures. Ultra-con
servatism as evidenced by charging proper capital expenditures to
repairs sometimes occurs and may need correction.

Deductions:

Review of deductions from plant accounts is very important, but
in many cases it can not be as complete as the accountant would
like. The cost of a new machine or piece of equipment may prop
erly be capitalized only if all items displaced are removed from the
accounts. But there are varying degrees of displacement: equipment
dismantled and junked or traded in for new equipment; left in the
plant but no longer kept in repair; kept in repair, but used only
for unusual jobs or to meet infrequent peak requirements. A satis
factory system of control provides for reports, from the plant super
intendent, of all machinery and equipment removed from the plant;
and authorizations for new installations may indicate that old ma
chines are to be abandoned. Construction projects abandoned before
completion may be noted from the accounts and should be written
off in total or amortized over a short period. Beyond these sources
of data, reliance must be placed upon explanations from the officers.
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Unless detailed plant ledgers are kept, the determination of the
cost of assets removed and the accumulated depreciation provision
therefor may have to be based upon estimates. In some cases it may
be proper to charge the cost of a new machine to the reserve for de
preciation on the assumption that the old machine cost about the
same amount and was fully depreciated. A review of the available
records, consideration of the reasonableness of the estimates, and
tests of the computation of charges to depreciation reserves usually
suffice as a check of the amounts.
Depreciation

Depreciation provisions represent a means by which to equalize
the charges made against earnings for the use of wasting assets and
to reflect reductions in balance-sheet amounts because of wear and
tear. Annual amounts should represent a reasonable charge against
earnings for the assets employed or available for use. Fixed assets
may be looked upon as deferred charges applicable to rather long
future periods; depreciation provisions represent amounts estimated
to be applicable to current periods and the accumulated reserves re
duce the asset accounts to amounts properly to be carried forward
as charges against subsequent operations, but these amounts do not
purport to reflect the present value of the property. A depreciation
reserve does not represent a fund set aside for the replacement of
assets when they become worn out; nor are specific investments
ordinarily made of amounts thus provided out of earnings.
Amounts of proper annual provisions are inherently incapable of
exact determination. In such circumstances, the simplest method of
computation is the most satisfactory and may be quite as accurate
as more theoretical and technical methods. For this reason, the socalled “straight-line” method is the generally adopted plan for indus
trial companies. This method provides for writing off the cost (less
estimated salvage value) in equal annual amounts over the estimated
useful life of the asset. Instead of making equal periodic provisions,
some companies estimate useful lives in terms of machine hours
or production units and then compute periodic provisions on the ba
sis of actual production. This practice is particularly adapted to cer-
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tain types of machines and to buildings and equipment used in ex
tractive industries. Other methods include the “sinking-fund”
method and the “reducing-balance method”. The first of these gives
effect to interest accumulation on annual amounts and presupposes
investment of the funds set aside out of earnings. The reducingbalance method, by adopting higher rates applied to cost less re
serves, reflects the engineering concept of the decreasing efficiency
of the asset; constantly decreasing depreciation provisions are made
in successive periods as repair charges and operating costs increase.
Ordinarily, depreciation can not be foreseen with sufficient accu
racy to justify the more theoretical calculations in the case of com
mercial and manufacturing companies.
Rates:
Various factors enter into the determination of proper deprecia
tion rates, some of which may be enumerated as follows:

1. The nature of the asset. Such rates as the following are common:
Buildings
2%%
Machinery
7/4%
Office furniture and fixtures
10 %
Automobiles
25 %
2. Speed and continuity of operation. Operation in excess of rated
speeds, multiple-shift operation and reduced production may all
affect observed depreciation.
3. The company’s policy with regard to physical maintenance of the
plant. If the plant is well maintained and kept in a high degree of
efficiency by repairs charged to operations, the depreciation rates
may properly be lower than if the plant is allowed to deteriorate
rapidly.
4. The company’s policy regarding segregation of capital and revenue.
If all small expenditures for minor additions and possible improve
ments are capitalized, the depreciation rates should be higher than
if such amounts are charged direct to expense.
5. Obsolescence. Some allowance for obsolescence may be included in
depreciation provisions as well as allowances for direct wear and
tear.

Consideration of the adequacy of depreciation rates involves a
review of: the company’s past experience—rapidity of replacements,
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losses on disposition, etc.; data concerning rates for similar types of
plant and machinery used in similar businesses under comparable
conditions; rate of operation of machinery and equipment; limiting
factors, such as lease terms and probable periods of operation of
property in exploitation of natural resources; rates claimed and
rates allowed for federal income-tax purposes. It is usually a safe
assumption that rates allowed for tax purposes are not more than
adequate; and company claims for allowances in excess of amounts
provided in the books cast doubts on the sufficiency of the book
amounts. Company policies affecting rates will have been determined
in the review of additions to plant accounts and of repair accounts.
Accurate determination of the extent to which depreciation varies
in proportion to production is very difficult. Many factors enter
into the consideration of the question, chief among which may be
the company’s policy regarding maintenance of idle machinery. For
federal income-tax purposes, increases in rates have been allowed
for multiple-shift operation of machinery which are relatively much
less than the increases in the use of the machinery. Because the
principle of modified depreciation rates based on volume of pro
duction is subject to abuse in periods of low production, accountants
generally have discouraged its practice and have construed tempo
rary reductions in rates as changes in accounting practices requiring
mention in the financial statements and reports. If reductions are
made they should not be as great in proportion as the reduction in
operation.
Obsolescence may arise from diverse causes and may be predicta
ble in varying degrees. Some of the more common causes include:

Technological developments resulting in replacement of old machines
by new machines producing better products or similar products at lower
costs. These improvements are more probable in newer businesses, such
as radio broadcasting and television transmission, and correspondingly
higher rates of depreciation may be required.
Inadequacy of plant because of increased productive needs. Entirely
efficient power plants may require replacement by larger units prior
to the termination of their useful life.
Changes in style or other market conditions sometimes render whole
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plants obsolete with little or no advance warning. Cotton hosiery
machinery is an example.
Legislative or governmental acts may outlaw certain types of business.
Prohibition and breweries are a classic instance.
Only the first—and to a lesser degree, the second—of these causes
is capable of anticipation, and it is not customary to make definite
provisions for obsolescence, but higher depreciation rates are fre
quently used because of possible obsolescence. It may be pointed out
that companies which provide relatively large amounts for deprecia
tion may be in a better position to take advantage of changes in
productive and market conditions: larger amounts of working
capital may be retained in the business to invest in plant for new
products, and indicated book losses on plant considered for abandon
ment may be smaller and less of a deterrent to prompt and profitable
decisions.

Base:

Depreciation provisions should be based on the stated asset
amounts, whether these amounts are costs or appraised values. The
amounts to which individual depreciation rates are applied range
from totals of depreciable property to costs of individual machines,
and, in all except the latter case, the rates are, in effect, com
posite rates. In general, the provision is a closer approximation
if based upon a reasonably detailed classification of the assets.
It is technically incorrect to say that depreciation accumulated
on an automobile sold at the end of three years amounts to only
15% of the cost simply because a composite rate of 5% is taken on
all plant and equipment. To a lesser extent a depreciation rate of
10% applied to all productive machinery may not be applicable to a
specific machine replaced at the end of five years. Similarly a uni
form rate applied to twenty identical machines is not necessarily
applicable to one machine disposed of prior to the estimated average
life, while other machines will last longer than the average. It is
apparent that the application of a general composite rate of 10% to
specific short-lived assets disposed of during the first ten years will
result in losses on the disposition, and longer-lived assets will all be
fully depreciated at the end of ten years with resultant decreases in
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depreciation provisions thereafter. An alternative is to charge the
entire cost (less salvage value) of all displaced assets to the reserve
for depreciation and to revise the rates when sufficient experience
shows them to be too high or too low. This practice has the effect of
treating the reserve somewhat like an insurance reserve for equaliz
ing risks. Practically, so many factors enter into consideration and
adequate data are so difficult to accumulate, that rates used for
reasonably homogeneous groups of assets are ordinarily applied to
specific assets included in the group, and the indicated losses are
charged off. This practice results in larger combined charges against
earnings (for depreciation and losses) in the earlier years and this is
in accord with the advantages noted for the reducing-balance
method of depreciation provision. It also obviates the accumulation
of large errors in the accounts pending the revision of rates.
No uniform practice exists regarding the date at which deprecia
tion provisions start on capital additions. Some companies compute
depreciation on beginning balances for respective periods of one,
three, six or twelve months; some use averages of beginning and
ending balances as the base; and some reduce beginning balances
by all deductions during the period and compute accumulated de
preciation on retirements only to the beginning date. The specific
method employed is immaterial, but it should provide for accumu
lation soon after the addition is put into use, should not be ar
bitrarily affected by delays in closing out completed construction
work and should be consistently followed. There are also varying
practices regarding the point at which provision may cease. It is
usual to provide depreciation for the full difference between cost
and estimated salvage recovery. On the other hand, so long as the
assets are maintained in efficient operating condition, a reserve for
the full difference may be unnecessary and, in such cases, some
companies do not provide reserves for more than two-thirds of the
cost.
Determinable amounts of fully depreciated assets are properly
deducted from the asset amounts in computing the provisions. On
the other hand, failure to eliminate depreciable assets at the expira
tion of their total useful life as originally estimated may not
result in excessive depreciation provisions on the total assets. Sched
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ules showing accumulated depreciation on additions by years,
in the form specified by memorandum TD4422 of the Bureau of
Internal Revenue, may serve as a guide, but strict adherence to
the prescribed methods may not result in more reasonable pro
visions. The Treasury Department procedure is notable for the
requirement of annual determinations of estimated remaining lives
of assets; in practice this may result in large allowances for ob
solescence of equipment replaced prior to its becoming worn out.
In general, the accountant should ascertain that the depreciation
practice adopted by the client is sound and has been consistently
applied.
Deductions from reserves:

Depreciation reserves accumulated by periodic provisions should
be reduced by the accumulated depreciation on assets disposed of
or written out of the accounts as abandoned. Expenditures tending
to increase the life of specific assets beyond the period contemplated
by the depreciation rates may also be charged to the reserve.
Amounts in respect of assets which have been fully depreciated al
though still in regular use are preferably to be left in both asset and
reserve accounts. Such amounts are sometimes eliminated, however,
when it appears that the gross asset and reserve accounts have been
increasing because of failure to relieve the accounts for assets re
moved or abandoned. Such adjustments require review by the
accountant.
Depletion

Depletion charges should be reviewed by the accountant and the
basis of computation tested with estimates of recoverable resources
made by competent experts and with records of past and current ex
traction or production. Revisions in rates per unit may be necessary
in view of later and more accurate estimates and exhaustions of
specific deposits or tracts. Depletion provisions computed upon
unit charges or percentage rates or other bases which appear reason
able in the light of available information may be accepted; and if
exhaustion of the resources appears to be remote it may be proper to
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omit depletion provisions until reasonably accurate estimates of the
quantities can be made.
Replacement Reserves

Properties acquired from companies in receivership or liquidation
are frequently taken over at less than they are worth on a going
concern basis, or even at no value. In order to reflect the results
of operations from such plants, it is desirable to include some
charge against earnings roughly equivalent to a depreciation pro
vision on a reasonable valuation for the property. Over a period of
years, this object may be achieved by charging all replacements
direct to operating accounts; but to equalize the periodic amounts
of such charges, a reserve may be provided from which subsequent
replacements may be deducted. Capitalization of replacements in
such cases is incorrect in theory even though the total amounts re
main less than the fair value of the plant on a going-concern basis.
It is apparent that operations for future periods will have to stand
increasing depreciation charges with resulting decreased profits if
replacements are capitalized until the asset accounts include the cost
of a whole plant similar to the one purchased.
Replacement reserves set up because of rising price levels for
machinery and plant constitute an appropriation from earnings
otherwise available for dividends in order to retain funds with
which to finance the increase in cost of replacements as they be
come necessary. Similar reserves may be provided for plant expan
sion. Reserves of this kind should not be confused (or combined)
with depreciation reserves; their purpose and significance are dis
tinctly different. Reserves of this kind are not properly deducted
from the asset amounts in the balance-sheet.
Balance-Sheet Presentation

Primarily, the gross amounts of total fixed assets, the basis of
statement and the gross depreciation reserves should be set forth in
the balance-sheet. If the basis is not cost, other bases should be set
forth in some detail. In the case of appraisals, the date, name of
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appraiser, and basis should be stated. In the case of more or less
arbitrary adjustments, the date and authority for the change should
be noted, with some indication of the revised basis. Reserves for de
preciation should be shown as deductions from the gross asset
amounts rather than on the liability side of the balance sheet.
Separation of land from depreciable assets, and further subdivision
of depreciable assets among buildings, machinery and equipment,
etc., furnishes a more satisfactory basis for consideration by the
reader of the company’s depreciation policies. Corresponding anal
yses of reserve balances are sometimes, but not generally, given.
Separation of construction in progress and of supplies intended for
use in construction is also desirable. Such amounts should be in
cluded in the balance-sheet under fixed assets, and not in inventories.
In addition, it may be necessary or desirable to segregate property
which is held as an investment or is not utilized in the regular
business of the company. Significant amounts of leasehold proper
ties should also be separately stated either under fixed assets or un
der deferred charges.
Confirmation

by

Officers

As in the case of receivables and inventories, the accountant must
rely, to a certain extent, upon the officers for explanations regarding
accounts for fixed assets and reserves. Because of a growing ap
preciation of the importance of such additional information about
property accounts, accountants are more frequently requesting con
firmation letters from the officers of the company. These letters ordi
narily set forth that, in the opinion of the officers, the additions to
property and plant accounts are proper, the records of assets dis
posed of or abandoned are accurate and complete, the plant has been
maintained in efficient condition, the provisions for depreciation are
adequate and the practices for the current period have followed the
company’s established policies.

CHAPTER VIII
INTANGIBLE ASSETS

Goodwill, trade-marks, franchises, patents, processes and similar
intangible-asset accounts may represent a company’s most valuable
assets and yet be stated at $1. These assets should be stated at not
in excess of cost and since cost may be far below a true theoretical
value, they are frequently carried at nominal amounts. Their true
worth is better indicated by the company’s record of earnings.
It is interesting to note that stated figures for investments in capital
stock are ordinarily compared with the book amount of the under
lying net tangible assets only.
As in the case of fixed assets, amounts arising from the issuance
of no-par shares (or par shares if some of them are promptly donated
back to the company) require special investigation. If a composite
of various types of assets is acquired for a lump sum, the portion of
the consideration given for intangible assets should, if possible, be
segregated and not be included with fixed assets. For this purpose,
reasonable amounts may be determined for the other assets and the
balance may be set up as intangibles. This practice also applies to
recording the acquisition of investments in subsidiaries, and good
will arising in consolidation is the same sort of balancing figure.
Only purchased goodwill should be capitalized; and unless definite
amounts can be assigned to individual trade-marks, franchises and
patents, they are of essentially the same character. Expenditures for
developing special processes, whether patented or not, are ordinarily
written off as incurred or else over a relatively short period. By the
time the processes have been proven successful, it is usually found
that most of the costs have been charged off and that no useful
purpose is served by reinstating them.
It is customary not to amortize goodwill or trade-marks by charges
against earnings, because these assets remain as long as the company
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continues in business (although they may depreciate). Patents,
franchises or other intangibles applicable to determinable periods
should be amortized over the terms of the rights thereunder or over
the estimated period of usefulness, if the latter is shorter. Processes
should usually be amortized over relatively short periods. Proceeds
of sales of intangible assets or of licences under patents, etc., should
be reviewed for proper reflection in the accounts, but the account
ing treatment is dependent upon circumstances, and general rules
cannot be laid down.
Balance-sheets frequently show only one figure for total intangi
ble assets, but a separation of amounts which are being amortized
is desirable.

CHAPTER IX
DEFERRED CHARGES

Deferred charges constitute an excellent example both of the im
portance of changes in balance-sheet amounts and of the interrela
tion of balance-sheets and earnings statements. The amounts them
selves (other than for bond discount) are ordinarily not significant,
but their nature and the changes in the amounts from period to
period may throw much light upon the company’s policies and
upon the statement of profit and loss. Some of the amounts in
cluded under this caption are prepayments for services to be re
ceived over definite periods and a few, such as insurance and
supplies, may have actual realizable values; but many represent
only the balances remaining after deducting certain amounts
estimated to represent proper charges against past earnings.
“Deferred charges” in a broad sense covers both classes, but the
former are more specifically termed “prepaid expenses”. Review
comprises determination that the amounts are correctly computed
and properly chargeable against subsequent operations. Possible ad
ditional amounts which might be deferred should receive attention
in reviewing expense accounts. Some of the more usual deferred
charges are separately considered below.

Unamortized bond discount and expenses:
Bond discount is frequently the largest of the deferred charges
and usually merits separate statement in the balance-sheet. Original
amounts of discount on each issue should be verified by reference
to agreements and contracts. Legal and accounting fees, registration
fees and expenses, cost of printing and other expenses directly re
lating to the issuance and qualification of bonds may be deferred
and amortized together with the discount. Such expenditures should
be vouched. The computations of the amortization provision for the
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current period and of the unamortized balance at the end of the
period should be checked.
The purpose of the amortization provisions is to bring the com
bined expenses for interest and discount into line with the effective
rate of interest determined by the coupon rate, the issue price, and the
maturity date. Annual provisions may be computed on various bases
including the “straight-line,” “bonds outstanding,” “effective interest
rate,” etc. In the case of serial bonds and bonds with mandatory re
demption provisions, the use of the “bonds-outstanding” method may
usually give more accurate results than the “straight-line” method.
There are, however, other factors which may nullify the advantages of
the method, except in the case of serial bonds: periodic redemption
may not be required if bonds can not be bought below certain prices;
optional redemptions by the company may spoil the computations
by materially changing the amounts outstanding; and, finally, the
charges and credits arising from purchases at varying prices above
or below the face amount may further upset the apportionment of
total net charges between years. As in the case of depreciation, the
simpler straight-line method may be preferable; and, if this method
is adopted, necessary write-offs of unamortized discount on bonds
retired may result in total charges for discount which closely ap
proximate the results by the more complicated method.
The analogy with depreciation provisions carries over to the
question of lump-sum write-offs of bond discount against surplus.
Such write-offs have been made in the name of conservatism and
with comments on the poor character of bond discount as an asset.
These arguments overlook the fundamental theory of deferred
charges—the proper distribution of expenses between years; and
by such write-offs subsequent years are relieved of charges which
the original issue terms fixed as proper. Presumably for this reason,
the federal registration forms request information concerning such
premature charge-offs.
There are divergent opinions among accountants as to the proper
treatment of unamortized discount and premium on bonds refunded
before maturity by means of a somewhat similar issue. It is held
by some accountants that, since such refunding operations would
not be undertaken unless savings were effected after taking into

92

FINANCIAL AUDITS

account both the premium and balance of discount on the old
bonds, these charges may properly be deferred and written off over
subsequent periods together with the discount on the new issue. On
the other hand, present judicial opinion holds that the retirement
terminates the original borrowing transaction and that for federal
income-tax purposes the unamortized discount and premium on the
old bonds can be claimed only in the year of repayment. Moreover,
there may be disparities between the old and new issues which ma
terially complicate and perhaps invalidate computations of amounts
and periods of deferred write-offs: differences in principal amounts,
periods to maturity, sinking-fund requirements, conversion privi
leges, etc., all may vitiate a direct comparison between the effective
interest rates on the old and new issues. Finally it may be pointed
out that the fact that periods of lower rates intervene before the
maturity of the old bonds may be fortuitous or may result from
faulty judgment at the time of the original issue; and it may
be argued that since the subsequent operations of the company are
actually carried out with money borrowed at rates and for terms
fixed during a period of low interest rates, the statements of earn
ings should reflect only the charges belonging to the current bond
issue. In any event, if discount and premium on retired bonds are
carried forward, full disclosure of the fact and of the basis of
amortization should be set forth in the balance-sheet.
Unexpired insurance premiums:

Review of unexpired insurance premiums does more than test the
accuracy of the balance-sheet figure. Notations in the policies may
indicate liens upon the property of the company; mutual insurance
policies may involve contingent liabilities; and a review of the in
surance coverage may furnish a basis for worth-while suggestions
to the officers.
In examinations of smaller companies, the accountant usually ex
amines and schedules all policies and computes the amounts of un
expired premiums for comparison with the book records. In larger
companies, tests may suffice to prove the accuracy of the insurance
register and only a brief summary showing coverage and unexpired
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premiums need be included in the working papers. In some cases,
confirmations may be obtained from the company’s insurance agents
setting forth this information. Insurance accounts should be ana
lyzed or enough tests should be made to satisfy the accountant that
the liability for all policies has been taken up in the accounts and
that all policy premiums have been used in determining the unex
pired amounts.
In checking the computation of unexpired premiums, special at
tention must be given to premiums for workmen’s compensation
and public-liability policies which are based on payrolls rather than
upon periods and for policies with mutual companies on which
substantial dividends may be receivable. The actual insurance ex
pense on these policies may be substantially different from the ini
tial premiums, and these differences should be taken into account in
computing the unexpired amounts. On mutual policies, only the
portion of the total premium which represents probable insurance
expense should be prorated and charged to operations; the estimated
recoverable portion should not be charged off. Dividends or returned
premiums receivable from mutual insurance companies are prefer
ably shown with the unexpired insurance, rather than as accounts
receivable, if similar amounts are to be paid on new policies; or the
initial premiums may be shown as deposits (excluded from current
assets) if the accrued expense is included in current liabilities.
In the examination of insurance policies, it is well to ascertain
what employees are covered by fidelity bonds and to make sugges
tions to the proper officers with regard to any additional employees
who should be included under the coverage.
Deferred taxes:

Examination of paid tax bills and determination of the period
covered should be made in support of amounts of deferred taxes.
It is preferable to include in liabilities the full estimated amount of
taxes payable and to defer the portion applicable to periods subse
quent to the balance-sheet date. For example, the full amount of
the federal capital-stock tax should be shown as a liability at De
cember 31st and one-half of the amount should be included in
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deferred charges. When the amounts involved are not large, how
ever, it may be satisfactory to include in liabilities only the accrual
applicable to past periods.
Other prepaid expenses:
Supporting documentary evidence should be examined for other
prepaid expenses such as royalties, rent and interest, and the com
putations should be checked. Debit balances of salesmen’s drawing
accounts, to be repaid only through commissions earned, should be
written off, unless there is clear indication that they will be realized.

Organization expenses:
Expenses directly involved in the organization of the company
and the initial issuance of capital stock may properly be capitalized.
These expenses may include statutory and legal fees, cost of stock
certificates, original issue taxes, expenses of registration and listing
applications, capital-stock sales expenses and the like. To an even
greater extent than in the case of goodwill, it is customary to write
off organization expenses as promptly as possible, because the
amount is of little significance, even though the asset may endure
as long as the company.

Preliminary expenses:
Salaries, fees and other expenses prior to the commencement of
operations may properly be deferred, but they should be amortized
over a relatively short period after the start of commercial opera
tions—usually over a period of not more than two or three years.
Such expenses should be separated from organization expenses if
possible and should be reviewed by the accountant in considerable
detail.

Advertising expenses:
Expenditures for advertising made in advance of publication or
distribution represent proper prepaid expenses. Costs of special pub
licity campaigns from which part of the benefit is expected to be
realized in subsequent periods may be deferred as a charge against
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the future sales, but the accountant in reviewing the propriety of
such deferred amounts may well be skeptical rather than sanguine.

Research and experimental expenses:

Expenditures for continuous research and experiments in new or
improved processes and products, which may or may not prove
worth while, may be temporarily deferred, but they should be writ
ten off over relatively short periods, depending on the specific char
acter of the expense. If the annual amounts fluctuate between rather
wide limits, such a policy may tend to equalize the annual charges
to operations. Development expenses on a specific major project
may properly be deferred and accumulated until the work is com
pleted, if adequate disclosure is made in the financial statements.
Upon completion, the development, if it is successful, should be
treated as an asset, and if it is unsuccessful, the full cost should be
immediately written off to expense.

Supply inventories:
Inventories of office and advertising stationery and supplies, or
other materials chargeable, when used, to selling, general and ad
ministrative expenses, are properly shown as deferred charges unless
the company follows the practice of charging the purchases direct
to expense. Testing is the same as for merchandise inventories,
except that the usual pricing basis is cost, and particular attention
should be given to material which may be obsolete.
Balance-Sheet Presentation

For presentation in the balance-sheet, deferred charges should be
classified in such a way as to state separately any amounts which are
significant because of their size or nature, and it may be desirable
to state the basis of amortization of special items. Such a classifica
tion may be as follows:
Unamortized bond discount.
Prepaid insurance, taxes and other expenses.
Experimental expenses deferred—to be amortized over three years.
Other deferred charges.

96

FINANCIAL AUDITS

It is desirable to obtain definite statements (sometimes in writing)
from the officers of the company as to the proposed policies regard
ing amortization of deferred charges. Advance decisions on amorti
zation practice may counteract a natural tendency to postpone write
offs if operating results are not as satisfactory as had been hoped.

CHAPTER X

NOTES AND ACCOUNTS PAYABLE AND ACCRUED
EXPENSES
In the examination of practically every item in the balance-sheet
and profit-and-loss statement, the accountant must be alert to possi
ble unrecorded liabilities. Several examples have already been men
tioned, including rebates allowable to customers, inventories in
transit or not billed at the balance-sheet date, uncompleted construc
tion contracts, taxes not due and insurance premiums. Review of
liability accounts is, therefore, not an entirely separate and distinct
part of the examination.
Inclusiveness of Recorded Liabilities

Subject to the inherent weaknesses of generalizations, the account
ant can be said to be primarily concerned with the fairness of the
amounts of recorded assets and the inclusiveness of the recorded
liabilities. There will inevitably be some overlapping of expense
between years, and small liabilities may be omitted. The net effect
of such small omissions at the beginning and the end of the period
will be slight as regards profits, and the accountant need be con
cerned only with material amounts. It is more important to see that
one year’s proper charge is included in each year. There are various
means of testing the completeness of the liability records, among
which may be mentioned:
Review of the procedures providing the system of internal check.
Review of the nature of recorded liabilities for indications of possible
similar amounts.
Scrutiny of liabilities and payments recorded as at a later date to dis
close amounts applicable to the prior period.
97
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Analysis of expense accounts for periodic or accruing expenses.
Examination of contracts and confirmation of unpaid or uncompleted
balances.
Review of minutes for declaration of dividends, and for proposed
transactions involving liabilities which may require further investiga
tion to determine the date and amount of actual liability.
Letters from outside parties in reply to requests for confirmation of
assets and for information concerning any liabilities (bank confirmation
requests, for example, ordinarily include questions regarding direct and
indirect liabilities).
General circularization of known creditors asking for statements of
balances owed.
Limited circularization with respect to unusual liabilities which can
not otherwise be definitely determined.
Confirmatory letters from officers of the company.
All these methods, except the general circularization of creditors,
will ordinarily be adopted. Consideration should also be given to
any security furnished to creditors and to possible defaults on ob
ligations, as they may materially affect the nature of the liability
and the company’s financial position.
Subdivisions of Liabilities

Having satisfied himself as to the completeness of his information
as to liabilities, the accountant is concerned with the classification of
the accounts for presentation in the balance-sheet. Ordinarily,
amounts which will become payable, or will probably be paid,
within one year are classed as “current liabilities”. Largely because
of the importance attached by grantors of credit to the ratio of cur
rent assets to current liabilities, amounts of doubtful maturity are
usually shown as current. Unless the amounts are relatively unim
portant, instalments or issues of funded debt falling due within
one year should usually be classified as current, or at least such
amounts should be clearly indicated. If definite arrangements have
been made for paying maturing debt from sources other than
current assets or if the amounts are small, statement of the amounts
may be preferable to segregation. In general, it is customary to treat
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open-account or demand-note liabilities as current, but there may
be exceptions depending on the company’s policy and the creditors’
demands with regard to payment. Mortgages, for example, may
continue on an open basis from year to year without formal
extension, and the facts may be better expressed by excluding the
notes from current liabilities and stating the fact that they are pay
able on demand. If there are large amounts payable to officers, stock
holders or affiliated companies, it may not be possible to classify the
liabilities as current and long-term. This is another instance in
which the strict legal interpretation may not result in the best ac
counting presentation.
The accountant should bear in mind that equal reductions in
current assets and current liabilities result in increasing the current
ratio and tend to improve the appearance of the financial position
of the company. For this reason, it is undesirable to offset cash
against liabilities until payment is actually made or the cash is be
yond the control of the company. Some companies keep the cash
disbursements book open after the close of the period in order to
record cheques issued in payment of the month-end bills, but the
practice should be discouraged and accountants should restore any
significant amounts to cash and liabilities. It is obviously not possi
ble to pay all bills as fast as they are received and a balance-sheet
which shows less than the apparent normal amount of payables
may be subject to suspicion (although the situation may arise from
the assumption of the purchasing for the company by an affiliated
company, so that normal trade accounts payable are, in effect, re
flected in the intercompany account).
For purposes of discussion, current liabilities may be divided
among notes payable, accounts payable and accrued liabilities.
Notes Payable

Because the execution of notes payable is usually within the
province of the chief executives only, the records and internal
check procedures are frequently rather unsatisfactory from the ac
countant’s point of view. An adequate system should include:
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Authorizations for notes.
Dual control and counter-signatures on all notes.
A note register with all entries initialed by the officers executing the
notes.
Executive approval of all cheques drawn in payment of notes.
Cancellation and filing of all paid notes.
In the case of small organizations, it may not be possible to provide
for adequate dual control, and the accountant must be particularly
careful in his investigation of possible unrecorded notes. It may be
mentioned here that dual control is of little value if one of the
parties is definitely subordinate to the other or is not in a position
to report to some higher executive upon the acts of his superior.
A list of all notes payable should be prepared from the note
register, note stubs or from an analysis of the ledger account and
should agree with the ledger balance. The list should show: date,
payee, original amount, unpaid balance, maturity date, interest
rate, endorsers, collateral or other security.
All notes should be confirmed by the holders, except those for
relatively small amounts given to trade creditors. Confirmation
forms should contain full details concerning the notes, particularly
as to security. Requests for confirmations should be sent to all banks
with which the company has done business during the period
(there may be minor exceptions) asking for information as to cash
balances and liabilities. Note brokers with whom the company has
dealt should be asked to furnish information as to any notes sold
or discounted by them which remain unpaid at the balance-sheet
date. Notes purchased from brokers which are reported by the
company’s regular banks should be identified as being included in
the total amounts confirmed by the brokers.
Bankers’ acceptances and balances on letters of credit as reported by
the banks should also be checked against the records. If agents are
authorized to draw drafts against the company under commercial let
ters of credit, confirmation should be obtained as to the drafts drawn
up to the balance-sheet date to ensure that none has been omitted.
Such confirmations (by cable) are particularly necessary in the case
of foreign agents, since notification of the drafts may not reach
the bank or the company until some time after the balance-sheet
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date. Reconciliation of the unused balances of letters of credit is
of assistance in disclosing unrecorded drafts. Unused letters of
credit are sometimes shown in balance-sheets as contingent liabili
ties, because of the company guaranty given to the issuing bank.
This disclosure may be unnecessary in the usual case, particularly
if all drafts drawn thereunder are required to be supported by bills
of lading or other documents of title to merchandise. The related
purchase commitments may be significant, but the indirect liability
arising under the financing arrangements for them is less important.
As a further test of the accuracy of the records of notes payable,
it is desirable to analyze the ledger accounts for the period and
to examine cancelled notes in support of the charges to the accounts.
On this schedule, the amounts and dates of interest payments on
the respective notes may be shown in order to assist in the check
ing of the expense and the prepayments or accruals. The total
of the indicated interest expense should be reconciled with the total
amount shown by the expense account, and any differences repre
senting interest on other obligations should be investigated to
ascertain that the liabilities have been properly reflected.
Accounts Payable

Probably no other single account presents so great an opportunity
for latitude in the accountant’s examination as does “accounts pay
able”. From the balance-sheet point of view, the book amount may
sometimes be accepted as a fact and the review limited to a search
for liabilities not included. On the other hand, the details relative to
accounts payable may be of the greatest importance from the point
of view of internal check. Disbursements of cash may follow almost
automatically upon the presentation of invoices for payment, and,
hence, the control over the approval and entry of the invoices may
be the crux of the whole system. Not only the propriety of the
amounts is important, but the distribution of the charges directly
affects the accuracy of the records and particularly the classification
of expenses. Since the accountant ordinarily analyzes relatively
few of the expense accounts in detail, it is essential that he should
satisfy himself by other means that the book classification is suffi
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ciently accurate for purposes of determining production costs and
for the review of statements of profit and loss.
In examining accounts payable a detailed list of the unpaid lia
bilities shown by the voucher registers or accounts-payable ledgers
should be checked to the records and the total should be compared
with the amount shown by the ledger control accounts. This list
should be analyzed in sufficient detail to permit proper classification
of the items in the balance-sheet and to disclose proper offsets against
cash balances (for reimbursements, etc.), and against receivables
(for amounts to be deducted in settlement). Debit balances should
be transferred to accounts receivable or other appropriate classifi
cation.
Monthly statements furnished by vendors may be used for testing
the amounts owed. Invoices (and cash payments) entered in the
subsequent period or held without entry should be reviewed for
amounts applicable to the period under review. Particular attention
should be given to invoice dates and to service bills which are post
dated or cover a period other than a calendar month. Charges for
power, trucking, advertising agency services, legal fees, registrar
and transfer agents’ fees, custodian’s fees and the like may be of
sufficient importance to merit special review of the latest recorded
invoices to ascertain that they cover the full periods to the balancesheet date. Similarly, the review of the expense accounts should in
dicate the nature of recurring payments which may require investi
gation. Amounts long unpaid may be in dispute and may indicate
possible additional liabilities. Running accounts, without payments
for specific invoices, may accumulate large discrepancies. Examina
tion of invoices may also disclose that part payments have been
made and that the unpaid balance has not been recorded. The tests
of inventory quantities and other asset amounts and the examina
tion of minutes and contracts may furnish additional information
about unrecorded accounts payable.
For the purpose of reviewing the system of internal control of
accounts payable, the following procedures may be adopted in the
case of a company which uses a voucher register rather than ac
counts-payable ledgers (assuming a June 30th closing):
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Detailed comparison of (1) all June cashbook amounts which
were charged to vouchers payable with (2) the company’s list
of open invoices at May 31st (after checking the total to the May
31st ledger balance) and the June voucher register entries, ticking
the vouchers thus accounted for as having been paid.
Comparison of items remaining unticked with the list of open
invoices at June 30th to prove the latter.
Examination of all invoices entered in June and comparison with
the voucher register, noting that the invoices were properly ap
proved, supported by purchase orders and receiving slips, correctly
entered and distributed to the right accounts.
Proof of footings; and reconciliation of May 31st and June 30th
general-ledger balances by adding to the May balance the voucher
register total for June and deducting the June cash payments to
prove the June balance. Any journal entries in the ledger account
during the full period under review should be scrutinized.
Substantially the same procedure may be followed if accountspayable ledgers are kept.
It may obviously be impracticable in the case of a large com
pany to examine all invoices for a month and in a smaller company
it may be desirable to make a much more extensive test. In a com
plete detailed audit all disbursements should, of course, be vouched.
In any case, it may be expedient to review all cashbook charges to
ledger accounts other than accounts payable. The scope of the
vouching may depend upon the extent to which asset and expense
accounts are analyzed in detail and upon the accuracy of the
records as disclosed by such analysis. A brief review of the nature
and distribution of the larger amounts entered in the voucher
register should be made in most cases as a minimum test of the
accuracy of the distribution of charges.
Comparison of cash payments with entries in the voucher register
may also have to be restricted to more limited tests, but the account
ant should satisfy himself that the payments actually covered re
corded liabilities and were not improper. The procedures previously
outlined in the discussion of systems of internal check (pp. 18-19)
are indicative of the safeguards which may be set up around dis
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bursements and payables. They materially affect the extent to which
the details require review by the accountant.
Sundry other accounts for current liabilities may require analysis,
by transactions, for the whole period, to determine the nature of
the balances and to check the relative expenses or capital charges.
Plant-purchase and construction-contract liabilities, accounts with
affiliated companies, amounts payable to officers, customers’ deposits,
dividends payable and liabilities for consigned goods sold may be
cited as examples of such accounts.
All dividends declared but not paid should be reflected in the
balance-sheet; and, while not required, provisions for accrued pre
ferred dividends or for participating dividends may be made. A
review of the entries in accounts with affiliated companies is of
assistance in determining intercompany transactions which may
have resulted in unrealized profits or losses or which may require
special authorizations because of the relationship between the parties.
Balances of intercompany accounts should be confirmed or else
checked by reference to the books of the respective companies. Cus
tomers’ deposits should be reviewed with particular attention to the
control exercised over them and to the treatment given to forfeited
or unclaimed deposits; direct confirmation is desirable when prac
ticable. Liabilities for consignment goods sold by the company may
be checked to account sales, and significant amounts may be con
firmed.
Accrued Expenses

As ordinarily understood, accounts payable are represented by
vendors’ invoices, while accrued expenses represent computed
amounts of liabilities for which invoices had not been received. Esti
mates of accrued expenses which were billed to the company at a
later date may be included under either caption, but the classifica
tion should be consistently followed. Some of the more usual ac
crued expenses are separately discussed below:

Accrued salaries, wages, commissions and bonuses:
Salaries are usually paid in the period earned; but wages are
customarily paid after the close of the period, and it is necessary,
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therefore, to ascertain the company’s practice in this respect and to
provide for the actual or estimated amount of unpaid wages which
were earned prior to the balance-sheet date. Profit-sharing and bonus
plans should be reviewed and provision made for the estimated
amounts to be paid. Specific inquiry as to discretionary bonuses may
be required. Computations of commissions payable to salesmen and
others should be tested by reference to the records of sales, etc. All
commissions payable on sales reflected in the accounts should be
accrued even though payment may not be due until the accounts
are collected. A review of the latest recorded expense reports may
disclose additional liabilities to salesmen.

Accrued taxes (other than federal taxes):
Substantiation of amounts of accrued taxes should include refer
ence to expense accounts, to state and local tax laws and to copies
of tax notices and tax returns. Care must be exercised in determin
ing the tax periods. In some states, such as Massachusetts, accrued
liabilities may regularly cover taxes for more than one year. Con
sideration should also be given to excise taxes collected, to taxes
withheld, and to taxes under federal and state social security laws.

Accrued interest:

All interest-bearing obligations disclosed by the examination
should be reviewed for the accuracy of the computations of interest
accrued to the balance-sheet date. As previously mentioned, the rela
tive expense accounts should be analyzed and the payments com
pared with the recorded liabilities. Consideration should be given
to liabilities other than notes and bonds payable on which interest
may be payable: overdue accounts payable, accounts payable to
affiliated companies, special loan accounts from officers, past-due
taxes, judgments, etc. In some cases, it may be necessary to obtain
direct confirmation from the creditors that the amounts are payable
without interest.
Provision for federal taxes:

As a starting point, the liability for income taxes for prior years
should be estimated after:

106

FINANCIAL AUDITS

Ascertaining the years for which tax liability is closed,
Ascertaining the years for which returns have been examined by
agents, and reviewing their reports, notices of claims, etc., and
Reviewing the returns for years which have not yet been examined
by agents.

It is desirable to include in the working papers copies of the rec
onciliations of net taxable income with changes in book-surplus
balances. Differences between reported and book amounts of inven
tories may indicate that adjustments of book amounts are neces
sary; other differences between bases of computing taxable and
book income may require consideration in determining the current
year’s provision. Prior years’ returns may also be of assistance in
comparing the results of operations or the annual amounts of such
charges as wages, repairs, bad-debt losses and the like. Comparison
of depreciation basis and rates has already been mentioned. It may
be unsound to charge against operations provisions for taxes which
are computed on a basis different from the book basis, but ordinarily
the amounts involved are relatively small or the possible alterna
tive treatments may be even less satisfactory. In some cases, taxes
payable on income which has been deferred in the accounts, may
represent proper deductions from the deferred credits.
Computations of provisions for federal income taxes for the cur
rent year should be carefully reviewed and checked, but the amounts
may not be capable of exact determination. Capital-stock-tax liabili
ties may be reviewed on the basis of copies of returns and calcula
tions of adjusted declared value; and the excess-profits tax may be
estimated on the basis of the computations of taxable income and
the adjusted declared value. At this time, the corporation surtax
under the 1936 act bids fair to result in wide differences of opinion
among tax authorities, company officers and accountants as to prob
able liabilities. Estimates of surtax liabilities at interim dates prior to
the end of the companies’ fiscal years are not practicable in most
cases, and it would appear that even the year-end estimates may
often require qualifications as to their sufficiency.
Because of the delays in the final determination and settlement
of taxes, provisions for possible additional taxes for prior years are

NOTES AND ACCOUNTS PAYABLE

107

not always current liabilities. Estimated refunds of prior years’ taxes
may sometimes be offset against the liabilities for other years.
Provision of reserves for estimated amounts of additional taxes
payable are considered by some company officers to be inadvisable
until the liability can be definitely determined. For this and other
reasons, it may frequently be necessary for the accountant to refer
to proposed tax assessments as contingent liabilities for which provi
sion has not been made.

Other accrued expenses:

Probable liabilities for damages, claims, etc. should be reflected in
the accounts if determinable and otherwise require consideration
as contingent liabilities. If the company retains regular legal counsel,
information regarding claims and lawsuits may be requested from
the attorneys and it is frequently expedient to do so. Such requests
may also include reference to unbilled charges for legal services.
Because many attorneys do not render bills for services until after
the completion of particular cases or work, large unpaid charges
may accumulate which the accountant can determine only by cor
respondence with the attorneys.
Accrued liabilities for rents, royalties, special services, etc. may
be determined from the leases and agreements. Special attention
should be given to possible additional amounts payable on the basis
of sales, production or profits.
Balance-Sheet Presentation

It is customary practice to divide the current liabilities in the
balance-sheet into separate classifications for notes payable, accounts
payable, accrued expenses and provision for federal (income) taxes.
Within these groups, further subdivision is desirable. Notation of
whether notes are payable to banks or trade creditors or have been
sold through brokers may furnish information as to a company’s
policies and financial standing. Separate statement of dividends pay
able is of interest to shareholders, and a notation of the date of
payment may assist interpretation of the current financial position
of the company. Liabilities to affiliated companies or to officers and
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stockholders may be in slightly different categories as to the period
in which payments may be required, and they should be separately
stated. Generally speaking, all significant amounts of liabilities not
arising in the regular course of business require individual state
ment—corresponding to the segregation of non-trade receivables.
Individual amounts of the larger accrued expenses may afford infor
mation as to the character of some expenses which are not set out
in the statement of profit and loss—royalties and bonuses, for
example.
Liabilities which are secured by the deposit of collateral or by
other liens upon assets should be so designated, and, if practicable,
the book amounts of such hypothecated assets should be stated. The
accountant should make a reasonable review to ascertain that the
company has observed the terms of any hypothecation agreements.
Endorsements or guaranties of company obligations by individual
officers, stockholders or others are pertinent to a consideration of
the financial position of the company and they may require dis
closure.
Sundry deferred or long-term accounts payable which are properly
excluded from current liabilities in the balance-sheet are tested in
the same manner as current liabilities and the same consideration
should be given the detail in which they are to be shown. If de
mand for payment can be made within one year from the balancesheet date, this fact should be indicated in the description of the
amounts. Definitely funded debts are considered in a later chapter.
Written confirmation of their opinions and explanations as to
the accuracy and classification of the current liabilities should be
obtained from the principal executives of the company. This con
firmation will also include information as to contingent liabilities
and a suggested form is included with the discussion of the latter
(p. 111).

CHAPTER XI
CONTINGENT LIABILITIES

Contingent liabilities may be defined, in unorthodox fashion, as
those liabilities which, because of the uncertainty of their incidence
or the indefiniteness of their amount, are not reduced to dollar
amounts and are not included in the balance-sheet total of liabilities.
Some become direct liabilities only if certain events occur. Others
are contractual obligations which may prove onerous; the total lia
bilities arising from them may not be important—the emphasis is
on the losses which may result. Still others result in claims against
third parties equivalent in amount to the liabilities which become
direct; but the claims may prove worthless. Any significant con
tingent liabilities should be disclosed in the accounts and in such
proportion as the incidence of direct liability is less remote, a re
serve should be provided or the estimated amount to be paid should
be included in liabilities. A suit for infringement of patents may
require mention, an appealed judgment may require a reserve,
final adjudication may require inclusion of an estimated deferred
liability, a final accounting requires the statement of a definite
liability.
Contingent liabilities include liabilities such as the following:
As endorser of notes receivable discounted. In that case the company
has a claim against the maker of the note.
Under bond or note relative to property sold subject to a mortgage.
Under assigned leases.
As endorser or guarantor of current obligations of affiliated com
panies.
As guarantor of principal or interest on bonds or of dividends on pre
ferred stocks of affiliated companies.
As accommodation endorser or guarantor for outside parties (al
though not within the corporate powers of most companies).
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For claims for damages or penalties for violation of contracts, in
fringement of patents, property damages, accidents, defective products,
etc. (to the extent not covered by insurance).
For penalties for non-compliance with rules of governmental bodies.
For payment for notes or accounts receivable sold which are un
collected.
For cumulative or participating dividends or for current sinking-fund
or redemption payments.
For uncalled balance of subscription price on shares owned, and for
double liability on bank or other shares.
For possible additional taxes, particularly federal taxes.
Under options for the sale of shares, etc.
Under contracts which may involve loss, such as purchase and sales
contracts at fixed prices.
Under contracts for the construction or purchase of plants, for the
acquisition of major investments, for unusually large quantities of
materials or merchandise—which may materially affect the financial
position because of the drain on the available funds of the company.
Under speculative commodity futures contracts.
The accountant must use available information and his best judg
ment in determining whether or not certain contingent liabilities
are sufficiently important to require disclosure in the financial
statements. Legal opinions may be necessary in some cases. In his
determination, the accountant should be guided by the relative
factors of: importance of the amount probably involved, the degree
of remoteness of the contingency, the significance of the nature
of the liability with regard to managerial policy and the possibility
of other liabilities of the same character. It is entirely proper to be
governed by events subsequent to the balance-sheet date which
affect the status of the liability.
Many of these liabilities will ordinarily be disclosed by the exami
nation of contracts and minutes and by the usual review of assets
and other liability accounts, but some may not be referred to in
any records reviewed by the accountant. The accountant can not
assume responsibility for the disclosure of liens or judgments en
tered in public records. Inquiry should be made of the officers hav
ing authority to execute endorsements, guaranties and contracts;
of the legal department; and of the counsel for the company, and a
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confirmatory letter may be requested. A confirmation letter cover
ing all direct, contingent and contractual liabilities and signed by
the principal executive officers (and by the head of the legal de
partment) should be obtained. The following example is indicative
of the form of such a letter:
A COMPANY
New York
August 20, 1936
C. P. Adams & Co.,
New York, N. Y.
Dear Sirs:
In connection with your examination of the balance-sheet of A Com
pany as at June 30, 1936, we confirm to you, to the best of our knowl
edge and belief, that:—
1. The liabilities as at June 30, 1936, as shown by the books and ac
counts may be correctly summarized as follows:
Current liabilities:
Notes payable to banks
$..........
Accounts payable
..........
Accrued salaries, wages, taxes, etc.
..........
Dividends payable July 1, 1936
..........
Accounts payable to officers and employees
..........
Provisions for federal taxes
..........

Total current liabilities
Accounts payable—B Company
Twenty-year 5% debentures due July 1, 1948

$.........
..........
..........

2. There were no direct liabilities at June 30, 1936, which were not
recorded in the books as at that date and included in the above
summary, except that negligible amounts of overlapping expenses
may have been omitted.
3. There were no law suits pending nor contingent liabilities of any
kind as at June 30, 1936.
4. All important contracts and all contracts not in the regular course
of business have been brought to your attention.
5. There were no liens upon any of the assets of the company.
6. All of the books and records relative to the financial position of the
company as at June 30, 1936, have been presented to you for your
examination.
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Furthermore, we have at this time no knowledge of any information
relative to the above and affecting the financial position of the company
as at June 30,1936, which has not been brought to your attention.
Yours truly,
A Company
_____________ President

_ ____________ Treasurer
It is important that the confirmatory letter be signed by the
principal executives, inasmuch as they may be the only officers hav
ing knowledge of some of the matters covered. Particular care
should be taken to explain to the officers the kind of liabilities,
claims and obligations which the accountant considers to be included
under the term “contingent liabilities.” It should again be empha
sized that such letters do not relieve the accountant of his duty
to make a reasonable investigation to disclose the facts.

CHAPTER XII
FUNDED DEBT
In sharp contrast to the difficulties surrounding the determination
and statement of contingent liabilities is the relative definiteness of
the review and balance-sheet presentation of funded debt. Funded
debt represents the relatively long-term borrowed capital of the
company; ordinarily all of the terms are specifically stated and all
such transactions are recorded in the minutes. In typical cases,
either mortgages and notes (and sometimes bonds) are executed
direct to the lender or else bonds or notes are issued pursuant to
mortgages and indentures to a trustee.
Audit procedure for mortgages should usually include:

Analysis of the ledger accounts from the date of the original borrow
ing transactions, tracing the entries to supporting documents or records.
Examination of copies of mortgage deeds, notes and bonds and of
authorizations for their execution.
Confirmation from the holder as to:
Face amount of the note and the unpaid balance.
Past-due instalments.
Property held as security.
Interest rate and date to which paid.
Maturity.
Insurance policies or tax bills held.

The accountant can not assume responsibility for ascertaining that
all mortgages entered in the public records have been reflected in
the books of account, but other means such as the review of the
minutes, examination of insurance policies, analysis of interest
expenses, etc. afford reasonable assurance that all such liabilities
are disclosed.
Audit procedure is essentially the same in the case of bonds
issued under indentures and agreements with trustees:
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Analysis of general ledger accounts from dates of issuance.
Examination of authorizations, underwriting agreements and inden
tures in support of all issues.
Examination of cremation certificates or acknowledgments from
trustees with respect to all bonds or notes delivered for retirement.
Review of compliance with provisions of indenture—particularly
with regard to interest and sinking-fund payments.
Confirmation from the trustee of each issue as to:
Exact description of issue, rate, maturity.
Face amounts redeemed during the period and in total.
Total face amount authenticated.
Face amount outstanding at the balance-sheet date.
Bonds or cash held in sinking fund, cash held for coupon pay
ments, etc.
Defaults by the company (not usually specifically requested).
Analysis of accounts and transactions relative to sinking funds.
Review of compliance with the securities acts and examination of
registration statements, prospectuses, listing applications and agreements
with exchanges.
A review of correspondence with the trustees may be of assistance
in considering compliance with the indenture in such matters as
the submission of financial statements, substitution of security and
the like. Other matters covered by the indenture which may re
quire review include: insurance of property, maintenance of mini
mum ratio of current assets to current liabilities, conversion priv
ileges, dividend restrictions, minimum ratio of earnings or of cur
rent assets in relation to additional issues, prohibition of other
long-term liabilities, contracts, etc.
Bonds held in treasury, discount on bonds and interest payments
and accruals have been previously mentioned (pp. 55-56, 90-92, 105).
Inquiry should be made to ascertain whether or not authenticated
but unissued bonds have been delivered as collateral security for
other obligations.
Sinking-fund transactions (as shown by the books and by state
ments from the trustees) should be reviewed in considerable de
tail to account for the treatment of income on sinking-fund assets,
provision out of profits or surplus of required sinking-fund reserves,
etc. Legal interpretations of the indentures or opinions of trustees
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may be necessary to ascertain whether or not the indentures con
templated the provision of reserves as a means of restricting divi
dend payments, since the indenture requirements are not always
clear on this point.
In the balance-sheet or supporting schedules, all issues of funded
debt should be separately stated, showing the precise title of the
issue, the interest rate and maturity, amounts authorized, issued
and outstanding, held in treasury and in sinking fund, held by
affiliated interests (in the case of a consolidated balance-sheet) and
the net amount outstanding in the hands of the public. A reason
able grouping of mortgage notes payable may be made, if differ
ences in maturity, interest rates, etc. are not significant. Purchase
money mortgages should ordinarily be described as such, particu
larly if bond indentures prohibit the execution of mortgages of
other types. If assets other than fixed assets are pledged as security,
the fact should be indicated; similarly if substantially less than the
total fixed assets are covered by individual mortgages, some nota
tion may be required. Any defaults should be noted. Reference
should also be made to any payments or deliveries of bonds which
become due after the balance-sheet date on the basis of transac
tions or operating results of the period. Amounts of bonds and
notes maturing (or called for redemption) within one year should
be disclosed, and, if significant, the amounts should be included in
current liabilities. Agreements covering proposed additional issues
may require mention.

CHAPTER XIII
RESERVES

There are innumerable kinds of “reserves”; partly because the
word is loosely applied and partly because reserves in a more strict
sense may be provided for many purposes. Contra accounts set up,
as a bookkeeping convenience, to reduce book amounts for securi
ties and inventories to the basis regularly adopted by the company
are not reserves in the proper sense of the word; and, in certain in
stances, they are not considered to require analysis in the reserve
schedules specified for registration statements. Allowances made for
losses on bad debts and for depreciation or depletion of fixed assets
are generally called “reserves” but are directly related to a proper state
ment of the specific asset accounts and should be treated as deduc
tions therefrom (usually the amounts of such reserves are prefer
ably to be stated in the balance-sheet). Provisions for expense
accruals or liabilities which are made in roughly estimated amounts
are frequently referred to as “reserves”; again, these “reserves” are
not true reserves (and are not included as such in registration state
ment schedules). By elimination, other “reserves” are those classi
fied under that caption in the balance-sheet and it is to such re
serves that the following discussion relates.
Reserves may fall into three general classes: (1) amounts repre
senting profits which have not been taken up in operations because
they are not considered to have been fully realized or are subject
to reduction because of subsequent losses which may be sustained
in connection with the same or similar transactions—frequently
more specifically designated in the balance-sheet as “deferred credits”
or “deferred income”; (2) amounts representing provision made
from earnings or from surplus for future losses, expenses or lia
bilities which may arise from transactions in the past or from the
continuation of current policies; and (3) amounts representing a
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segregation of surplus for the purpose of reducing the amount
considered to be available for dividends and thus to retain in the
business funds for specific purposes. Before turning to the account
ant’s responsibilities with regard to the reserves, it may be well
to consider further the accounting principles relating to certain
examples of these types of reserves.
Deferred credits:

Amounts received or receivable from customers or others, even
though not subject to refund in cash, may involve liabilities for
costs or expenses of future services which should be treated either
as current or long-term liabilities, depending upon the period cov
ered. It is not always practicable to attempt to separate the two
elements of cost and profits, and it is common practice in such cases
to show the total amounts as liabilities—current or long-term as the
circumstances may dictate. Thus balances of payments received
for annual subscriptions to periodicals are frequently shown as
current liabilities.
Because of the greater probabilities of bad-debt losses on instal
ment sales it is considered good practice to defer a portion of the
profits on such sales instead of including them in earnings in the
period when the sales are made and providing reserves for losses
in collection. In some cases, profits are taken in proportion to the
periodic amounts collected; in other cases, no profits are recorded
until collections equal the cost of the goods sold, and then all fur
ther collections are shown as profits. In determining the policy to
be adopted with regard to deferring profits, it is necessary to give
consideration to the relatively high selling expenses and to the pro
visions for bad debt and reclamation losses in order properly to
reflect the periodic profits from sales of this type. The basis of
stating profits on such sales should preferably be disclosed in the
financial statements—particularly if either of the more extreme
methods is used.
In the same way, if it is not possible accurately to estimate the
costs to be incurred on construction work, profits on portions of the
work completed and billed to customers may best be deferred until
such time as it appears clear that losses on subsequent portions of the
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work will not result in a smaller amount of net profits on the total
contract. Such provisions need be made on “cost-plus” contracts
only if costs are subject to dispute or if penalties may be incurred
for non-completion by a specified date. A portion of the proceeds
of sales under contracts guaranteeing performance or maintenance
should be deferred to cover the expenses estimated to be involved
over the specified period.
In the case of steamship operations, it is customary to defer the
gross amount of both disbursements and receipts in respect of
unterminated voyages.
Advance collections of rents, royalties and subscriptions are prop
erly deferred over the period covered, in the same manner as simi
lar expenses. Premium on bonds issued is directly analogous to
discount and should be deferred and periodically transferred to re
duce the interest charges from the stated to the effective rate.
Reserves for anticipated losses, expenses and liabilities:
Reserves may be provided out of profits or surplus for various
kinds of contingencies of all degrees of remoteness. Some of them
are definitely desirable under good accounting practice and some
are based primarily on managerial policy. Major provisions should
be authorized by the directors, either specifically or by statements
of general policy. Subsequent charges to the reserves should also
be specifically authorized unless definitely in accord with the
purpose for which the reserve was created. Provisions of reserves
may obviate the necessity for foot-notes regarding contingent liabili
ties, etc., and if adequately disclosed, may occasion little trouble for
the accountant. Charges to reserves (and to surplus accounts), on
the other hand, are prolific breeders of differences of opinion.
Reserves for specific purposes which may be computed with some
degree of accuracy or upon a recognized basis are the most easily
reviewed. Provisions of such reserves may properly be included as
ordinary expenses without disclosure. For example, provisions for
self-insurance of well-diversified fire risks, of risks under work
men’s compensation laws, of theft, burglary, etc. may be based on
insurance company rates adjusted in the light of the company’s own
experience. Reserves for repairs, provided to equalize charges be
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tween periods or to charge operations with all repair jobs approved
during the period, may be well supported.
Provisions for other types of specific reserves may properly be
shown as separate deductions in the profit-and-loss statement. Re
serves for possible losses on purchase or sales commitments, mer
chandise on hand or merchandise unsold by customers may all be
desirable in view of declines in market prices subsequent to the
balance-sheet date and may have been estimated in the inventory
examination. Precautionary provisions for possible losses on receiv
ables of unusually large amount or during periods of widespread
commercial failures may result in better presentation of the finan
cial position of the company. Provisions for possible additional taxes,
legal claims and damages are additional examples. If such specific
reserves prove to be unnecessary or excessive, they should be
reversed and any significant amounts should preferably be shown
as separate credits in the statement of profit and loss or else as
transfers to other reserves.
“Reserve for contingencies” is frequently only a euphemism for
“Reserve for additional taxes” or for “Reserve for claims and dam
ages.” In other cases, one general reserve is provided to cover a variety
of possibilities. If there are more or less specific reasons for the provi
sions, the charges should be distributed in the profit-and-loss statement
in accordance with the nature of the contingencies—preferably as sepa
rate provisions. Charges to the reserves should be closely related to the
special purposes for which the reserves were provided. There can be
little objection to the provision of reserves by transfers from surplus,
but no charges should be made to such reserves unless the amounts
would properly have been charged to surplus had the reserve not
been set up. Reserves should not be utilized to relieve operations
of proper charges.
Reserves should not be used as a means of arbitrarily modifying
the results of operations as between periods. Particularly, reserves
should not be hidden by deducting unrequired and arbitrary
amounts from assets (inventories, for example) or by including
such amounts in liabilities. All significant amounts (and, especially,
arbitrary amounts) of transfers to and from reserves should be dis
closed in the profit-and-loss and surplus statements.
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Three kinds of reserves may require special mention:
Reserves provided at the time of consolidation or merger to cover
expenses and losses in the rearrangement of operations, closing
down of plants, movement of machinery and employees, etc. are
entirely proper. If such reserves prove to be excessive after the com
pletion of the changes and write-offs contemplated by the merger
plan, the balance should be returned to capital surplus and should
not be used to absorb charges unrelated to consolidation. Capital
surplus arising in consolidation, in some cases, may be looked upon
as covering possible overstatement of fixed assets, investments,
etc. of subsidiary companies. If the amounts of such overstatements
can be determined, the amounts should be immediately written off.
Reserves for payments under employee pension or benefit plans
may represent little more than an indication of company policy.
Proper reserves on an actuarial basis at the time of the adoption
of a pension plan may be so large as to prohibit the provision of
the full amount. If the continuation of the plan is solely at the
discretion of the company, there is no obligation to provide any
reserves, and the payments in any period could properly be charged
to general and administrative expenses. On the other hand, if there
is indication of the continuance of the plan, the earnings of the
company may be better reflected by charges to operations on an
actuarial basis. Such provisions may be supplemented by additional
special provisions until an adequate reserve is built up. Such reserves
in the balance-sheet may technically be altogether more than is
required but substantially less than the amount needed if present
policies are to be continued. A statement of the company’s present
intention is desirable.
If reserves are funded by payments to trustees, the fund assets
(and the reserves) may require statement in the balance-sheet even
though an irrevocable deed of trust places them beyond the control
of the company.
Reserves for fluctuations in foreign exchange which arise in the
consolidation of accounts of companies operating in different cur
rencies are usually nothing more than balancing figures. The de
tails of changes in such reserves are ordinarily not capable of
analysis because of the inherent difficulties in expressing in dollars
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all transactions originating in another currency; proving the bal
ance consists of proving the accuracy of all the other figures in the
balance-sheet.
As reserves are provided for increasingly remote contingencies,
the reserves more closely approximate segregation of surplus. Some
indications of the nature and proximity of the charges covered by
reserves are accordingly necessary to a proper consideration of the
financial position of the company.
Reserves representing segregations of surplus:
The term “reserve” is frequently used in place of the more exact
term “appropriated surplus.” Sinking-fund reserves to provide for
the liquidation of indebtedness, construction reserves to provide
for expansion, and replacement reserves to provide for renewal of
plant at higher costs are examples of such reserves. It is frequently
difficult to determine whether or not bond and preferred stock
indenture provisions require that amounts corresponding to the sink
ing-fund payments should be transferred from surplus and whether
or not they are intended to reduce the balance available for divi
dends. Legal opinion of the interpretation of the provisions may be
desirable. In the case of optional surplus reserves, cash equal in
amount to the reserves may or may not be specifically set aside or
invested for the particular purpose intended, depending on company
policy. These surplus reserves are properly to be restored to surplus
upon the fulfillment of the conditions which they were set aside to
meet, or upon authorization by the directors in the case of discretion
ary reserves.
Examination

Examination procedure for reserves is concisely stated in the Insti
tute bulletin:
“Analyze all the reserves to determine the changes during the
period, whether they be reserves deducted from the respective assets
or shown on the liability side of the balance-sheet. Give careful
consideration to the accounting practices of the company in setting
up reserves and in making charges against them ”

122

FINANCIAL AUDITS

In a first examination, it is desirable to ascertain the sources of
the beginning balances and the reasons for their provision. This is
done partly to review the company’s past practice and partly to aid
in determining the propriety of current charges. Efforts should also
be made to obtain definite statements of the liabilities or losses in
tended to be covered by provisions during the year and by closing
balances. This work is closely related to that on contingent liabilities.
Balance-Sheet Presentation

Reference has already been made to the principles governing the
statement of reserves in the balance-sheet. In determining the extent
to which the reserves require analysis or explanation, due weight
must be given to the relative importance of the amounts. “If the
general or contingency reserves are of sufficient importance in com
parison to the financial position or earnings of the company, it may
be desirable to include with its financial statements a summary
of changes in reserves during the period.” (Institute bulletin.)

CHAPTER XIV

CAPITAL STOCK
Examination of capital stock accounts is governed to a consider
able extent by legal and technical considerations. It is important
to consider the laws of the state of incorporation and to review
the company’s accounts for compliance with the charter, by-laws,
stockholders’ and directors’ authorizations, bond indentures or other
contracts, and with federal and state regulatory acts regarding the
issuance and sale of capital stock. On the other hand, the best
accounting practice is not confined to compliance with statutory
provisions, which are frequently vague, ambiguous or representa
tive of only minimum requirements. This is particularly true with
respect to the closely related accounts for surplus.

Capital stock issued:
Statutory provisions:
Some of the more usual statutory provisions regarding capital
stock which affect the accounting treatment may be briefly stated
as follows: Par-value shares can not be originally issued at a dis
count and it is not customary to issue part-paid shares subject to
calls for additional payment; nor is it usually permissible to issue
shares prior to the receipt of the full subscription price in cash or
other assets (not including promissory notes of the subscriber).
Shares without par value may ordinarily be issued at any price
(except that certain states prescribe minimum stated values), and
the proceeds may be divided between capital and paid-in surplus
at the discretion of the company. Purchase of a company’s own
shares may result in a reduction of capital if the cost of the shares ex
ceeds the surplus; and reductions in capital require special approvals
or authorizations. There may, in a particular case, be serious ques
tion of the propriety both of applying funds to the purchase of
123
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shares to the possible detriment of creditors and of bargaining with
the company’s shareholders on the basis of more complete infor
mation than has been furnished to them. Many state laws provide
that dividends may be declared from earnings or surplus (not
defined) and shall not be paid if the capital is thereby impaired
or the corporation rendered insolvent. Because of the variations
among state laws, it is the practice of some companies to include
on financial statements a reference to the state of incorporation
as an indication of the statutory rules under which the statements
have been prepared.
In addition to the statutory requirements, there may be impor
tant restrictions in bond indentures and capital-stock provisions
regarding the reacquisition of issued shares or the issuance of addi
tional shares and the accountant must give consideration to such
restrictions.
Examination procedures:

Capital-stock accounts should, if feasible, be reviewed or analyzed
in detail for the full period from the inception of the company.
For the current period, at least, all changes in these accounts should
be scrutinized and checked by reference to supporting documents
and records. Journal entries should be carefully reviewed and en
tries recording the acquisition of property (particularly the opening
entries if the company acquired properties of predecessor companies
by the issuance of capital stock) should be supported by directors’
authorizations of the amounts at which the assets have been stated.
Particular attention should be given to any obligations to repur
chase shares issued under agreements for the acquisition of prop
erty. Proceeds of sales should be checked to authorizations of
subscription prices, underwriting agreements, etc.; and any separa
tion between capital and paid-in surplus on no-par shares should
also be checked by reference to directors’ authorizations, etc. In
the absence of specific authorizations to the contrary, the total pro
ceeds of the sale of no-par shares should be stated as capital. Ex
penses of sale of shares may be reviewed at the same time in order
to prove the amounts deferred, charged to surplus accounts or
deducted from proceeds.
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Changes in number, par value or rights of authorized shares sub
sequent to the original charter should be traced to proper approvals
by stockholders and directors and to forms of charter amendments
certified by or filed with state officers. It may sometimes be desirable
to examine the public records of authorized and issued capital. Con
sideration should be given to the question of whether or not shares
which have been redeemed and retired are to be applied in reduction
of the number of shares authorized.
No-par shares reacquired and retired may be treated in the accounts
in various ways, depending upon state laws and the practice of the
company; the entire cost of such shares may be deducted from either
the capital-stock account or from surplus account; or the amount de
ducted from capital stock may be computed on the basis of (1) the
average stated amount per share, (2) an amount determined by
considering the first shares issued to be the first shares retired or
(3) an amount determined as more specifically applicable to the
actual shares retired if they can be identified. Differences between
cost and stated amount of shares retired may properly be included
in capital surplus. As previously mentioned, reacquired shares held
in the treasury are preferably treated as deductions from capital stock
and surplus or from surplus only. If the latter method is adopted, a
transfer of the charge from surplus to capital stock may be required
when the shares are later retired and the capital is formally reduced.
Depending on the circumstances, the number of shares issued
and outstanding at the end of the period should be checked either
by confirmation from the transfer agent or registrar or, if the records
are kept by the company, by checking a list of shareholders against
stock certificate book stubs or stockholders’ ledgers (or both) and
comparing the total with the ledger account. If confirmation is
requested of the registrar, information both as to shares issued and
as to shares authorized for issuance may be obtained. If confirma
tion is requested of the transfer agent, it is desirable to ask for
information both as to the shares issued and outstanding on the
balance-sheet date and as to shares standing in the name of the
company.
In checking lists of stockholders when the records are kept by
the company, it is important to see that all shares issued are re
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corded. Stock certificate books should be examined and all
voided or unissued certificates should be seen. It is also desirable
to ascertain that new certificates issued and old certificates cancelled
during the period represent either transfers or additional issues and
redemptions corresponding to the changes shown by the ledger
accounts. Certificates for shares reacquired and recorded as treas
ury shares may have been cancelled without the issuance of a new
certificate in the name of the company. Compliance with federal
and state laws regarding original issue and transfer taxes should
be noted.
It may be mentioned that adequate internal control over capital
stock records kept by the company should include:
Notation on the stub of full details of the certificate (including nota
tion of whether a transfer or original issue) and approval of the de
tails by the officers who sign the certificate.
Notation on stub of old certificates received as to whether they were
transferred or retired.
Cancelation and filing of all certificates voided or received for trans
fer or retirement.
Obtaining receipts for all certificates delivered.
Proper records of the proceeds of all sales, and the maintenance of
a transfer register unless all details are shown on the stubs and cross
referenced.

Ordinarily, companies which issue many certificates have outside
transfer agents, and for other companies the time required for a
complete examination of the capital-stock records by the accountant
may not be prohibitive.
Review of outstanding warrants, rights, options, fractional scrip
certificates, etc. is substantially the same as for capital stock.

Subscriptions:
Unpaid capital-stock subscriptions which are not subject to cancel
lation may be shown as accounts receivable, but they should be sepa
rately stated and usually should not be included as current assets. The
shares subscribed should be separately stated and not included with
shares issued. Employees’ subscriptions are more frequently subject
to cancellation and it is usually preferable not to state the unpaid
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balances as a receivable, but to show, in conjunction with capital
stock, the amounts of part payments received.
Dividends:

Dividends declared may be checked in connection with the exami
nation of capital stock. The total amounts should be checked by refer
ence to the rates or amounts per share authorized by the directors and
the total number of shares outstanding in the hands of the public
at the record date (checked to the company’s records or to lists
or reports from transfer agents or registrars). Dividends on
treasury shares should not be included in dividends declared. Divi
dends declared may be subject to revocation by the directors, but
unless this power has been exercised all dividends declared should
be reflected in the accounts. Consideration should be given to
dividend provisions relative to fractional scrip certificates, dividends
accumulated on shares held for issue in exchange for other shares,
etc.
Declaration resolutions should state whether dividends are payable
from earned surplus, capital surplus, depletion reserves, or made in
part liquidation; and unless the resolutions are contrary to statutory
or other provisions, the accountant may accept such designation
of the account to be charged, but the shareholders should be ap
prised if dividends are not paid from earned surplus. Dividends
may be declared payable in: cash, securities of other issuers or other
property; bonds, notes or scrip of the company; shares of the same
class as the issue on which the dividend is payable or shares of a
different class; or the shareholders may be given a choice between
two media. Dividends paid in assets or obligations are ordinarily
treated as dividends at the book or face amounts. Dividends paid
in par-value shares of the company are reflected at not less than
par value. Amounts to be charged to surplus with respect to stock
dividends payable in no-par shares are determinable by the directors
or shareholders. If stock dividends are to be considered as declared
out of earnings, the dividend amounts per share to be charged to
earned surplus should be at least equivalent to the amount of stated
capital and paid-in surplus per share of outstanding stock; and
earned surplus per share may also be taken into account in com
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puting the charge. Unless this principle is followed, subsequent
dividends may have the apparent result of a duplicate distribution
of the same surplus earnings. If no amount is transferred from
surplus to capital-stock account, the issuance of additional shares as
a dividend on shares of the same class constitutes merely a “split-up.”
In this case the additional certificates do not affect the shareholders’
relative interests or their rights to future dividends.
Balance-Sheet Presentation

In the balance-sheet, each class of authorized capital stock should
be separately stated to show:

Exact title of issue; par value (if any); stated value, and redemption
price or preference in liquidation (if no-par); dividend rate (if specified);
Number of shares: authorized, issued, retired, held in treasury or,
in the case of a consolidated balance-sheet, by affiliated companies, and
net number outstanding in the hands of the public; and the total par
or stated amounts;
Number of shares subscribed and total subscription price; and
Information as to warrants, rights, options and shares reserved for
issuance under conversion privileges or other agreements.
Arrears of cumulative dividends up to the latest dividend date
should be stated either in amount per share or total amount, as
should amounts payable from earnings for participating dividends
not declared. Arrears of dividends may also be indicated by stating
the date to which dividends have been paid.

CHAPTER XV

SURPLUS
Laymen are prone to misinterpret the term “surplus” as indicated
by their expressions such as “plant purchased out of surplus” and
even accountants are frequently guilty of speaking of “dividends
paid out of surplus.” Surplus represents the excess of assets over
liabilities and stated capital; it is an historical account and does not
represent surplus funds out of which expenditures for either plant
or dividends may be made. The fact that the surplus balance repre
sents the net result of certain past transactions is important to the
examination of the account.
“Surplus” is a generic term and may include amounts arising
from diverse sources. Classification of the transactions entering into
the total surplus might be made in several ways, depending upon
the facts which the classifier considered to be the most significant.
From the standpoint of the directors, a statement of surplus avail
able for dividends might be the most important. From the account
ant’s point of view, the segregation of earned surplus from surplus
arising from other transactions is the primary objective.
Earned Surplus:

While accountants are not entirely in agreement regarding the
treatment of surplus, a report on the definition of earned surplus
presented by a special committee of the American Institute of Ac
countants in 1930 is probably the best statement of the present views
on accounting for surplus. The following quotation is from that re
port:
“definition of

earned surplus

“Earned surplus is the balance of the net profits, net income and
gains of a corporation after deducting losses and after deducting dis
tributions to stockholders and transfers to capital-stock accounts.
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“collateral definitions

“Surplus consists of capital surplus and earned surplus. Capital sur
plus comprises paid-in surplus and revaluation surplus, that is, all
surplus other than earned surplus. Paid-in surplus is the amount re
ceived from the sale or exchange of capital stock in excess of its par or
stated value; the excess of the par or stated value of capital stock re
tired over the amount paid therefor; profits on resales of treasury
stock; and surplus arising from a recapitalization. Paid-in (or donated)
surplus also includes donations to a corporation by its stockholders or
others of cash, property and capital stock. Revaluation surplus is the
appreciation recognized as arising from an appraisal of fixed assets.
“Net profits, net income, and gains include profits from the disposi
tion of any corporate asset (other than the corporation’s own capital
stock) and arise from transactions resulting in the acquisition of cash
or of property which at the time of its receipt may ordinarily be classi
fied as, or converted into, a current asset; or from transactions in which
the consideration received includes the complete or partial discharge
of a liability.
“standard

practice in presentation of surplus accounts

“The unqualified terms ‘surplus’ and ‘capital surplus’ are not suffi
ciently descriptive captions for balance-sheet purposes.
“Earned surplus is not properly merged with capital stock or with
capital surplus on the balance-sheet.
“Earned surplus accumulates from the date of incorporation or from
the date of a recapitalization when a deficit is absorbed by the author
ized reduction of the par or stated value of the outstanding capital
stock.
“Changes in earned surplus during the fiscal period following the
date of the next previous balance-sheet are pertinent details on balancesheets not accompanied by a statement of surplus.
“Extension and improvement reserves, reserves for the retirement
of corporate securities and other appropriated earned-surplus items,
although not available for distribution to stockholders, are properly
shown as subdivisions of earned surplus on the balance-sheet. Where
it is provided that retirements of a preferred stock or bond issue are
to be made ‘out of earnings’ and where it is the intent of the provision
that earnings of an equivalent amount are to be retained in the busi
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ness, such earnings should be segregated and distinguished on the
balance-sheet from unappropriated earned surplus.
“Dividends paid in cash or property are properly charged against
earned surplus. Stock dividends are reductions of earned surplus or of
capital surplus in accordance with the authorization therefor. A loss
resulting from the retirement of capital stock or from the sale of
treasury stock is a reduction of paid-in or of earned surplus, accord
ing to the nature thereof. Disclosures are necessary when dividends, losses
or expenses are deducted from capital surplus.
“Profits from the sale of fixed assets should be disclosed in the year
of the transaction if the amounts are relatively significant.
“When a corporation states its fixed properties on the basis of ap
praisal values which exceed the former book values, depreciation com
puted on the appraisal values is properly charged against operations.
If a corporation has not in any way legally or morally obligated itself
to. maintain the assets at their increased valuation out of earnings,
depreciation on the excess of appraisal over book values may, by reason
of past practice, be charged directly against revaluation surplus, pro
vided a disclosure is made.
“Surplus of a subsidiary corporation accumulated prior to the date
of the acquisition of its stock by a parent corporation is not a part of
consolidated earned surplus. A dividend declared out of such surplus
by a subsidiary is applicable by the parent corporation as a reduction
of its investment in the subsidiary.
“Occasions will arise where the practice as herein set forth can not
be strictly complied with, due to properly authorized corporate action
under permissive statutes or to agreements between a corporation and
its bankers or investors. In these instances adequate disclosures must
be made. A disclosure may be general or specific and it may be limited
to the year of the transactions or continued, according to the relative
amount and significance of the item.”

Review of net profit or net income for the period is considered
in the following chapter; checking of dividends has already been
discussed. Other transactions reflected by direct entries to earned
surplus accounts should be investigated in detail and formal authori
zations should be examined with regard to all amounts of an un
usual character. “Unrealized profits should not be credited to in
come account either directly or indirectly, by charging against such
unrealized profits amounts which would ordinarily be chargeable
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against income account. Profit is deemed to be realized when a
sale in the ordinary course of business is effected, unless the cir
cumstances are such that the collection of the sale price is not
reasonably assured. An exception to the general rule may be made
in the case of inventories in industries (such as the packing-house
industry) in which it is a trade custom to take inventories at net
selling prices which may exceed cost. Intercompany profits on sales
of securities or other property should not be taken into the con
solidated surplus account until realized by sale outside the group
of affiliated companies.” (Institute bulletin.)
As a general rule, a corporation can not be said to have earnings
prior to the date of its charter. This rule also applies to the earnings
of companies whose accounts are consolidated; consolidated earned
surplus should include only the amounts applicable to shares in
subsidiary companies which have been earned subsequent to the
respective dates of acquisition of the shares. There may be rare
exceptions to the rule in the case of a merger or of a corporation
formed to take over the assets and business of a predecessor com
pany incorporated under the laws of another state, if a change
in domicile is the only effect of the transfer. If a corporation acquires
properties as of a prior date under the terms of a contract which
provides that all operations subsequent to that date shall be for
the account of a new corporation, it may not be practicable to close
the accounts as at the actual date of incorporation or of transfer;
in such cases, adequate disclosure of the facts should be made. In
other cases, earnings during the intervening period represent paid-in
surplus.
It should be recognized that there will always be some overlap
ping of expenses (and, to a less extent, of income) between periods;
and if all expenses applicable to prior periods are carried direct
to surplus accounts, the profit-and-loss statements over several
periods will reflect excessive net profits. Even substantial omissions
from, or adjustments of, prior years’ earnings are preferably shown
in the statement of profits instead of in surplus. Such amounts
should, of course, be separately stated below the figure for net
operating results of the current period. Capital adjustments are
properly carried direct to the capital surplus account or, if there is
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no capital surplus account, deductions should be made from earned
surplus and properly disclosed.
Capital surplus:
In order to segregate capital surplus, it is desirable for the account
ant to analyze the surplus accounts from the date of incorporation
of the company. This is not always possible and instruction books
issued by the Securities and Exchange Commission provide that
surplus may be shown in one amount if separate balances are not
shown in the accounts. (Indication of the nature of changes during
the year is required.) On the other hand, the registration state
ment forms call for information as to security issues and as to any
restatement of investments, properties, intangible assets or stated
capital since January 1, 1922 (or January 1, 1925) which would
usually disclose any large amounts of capital surplus arising during
the subsequent periods.
It will be noted from the collateral definitions of surplus that
transactions considered to be applicable to paid-in surplus relate to
the issue, acquisition or resale of capital stock. Stockholders some
times donate a portion of their shares to the corporation for resale
to provide necessary working capital and bona-fide transactions of
this type result in “donated surplus.” But, “if capital stock is issued
nominally for the acquisition of property and it appears that at
about the same time, and pursuant to a previous agreement or un
derstanding, some portion of the stock so issued is donated to the
corporation, it is not permissible to treat the par value of the stock
nominally issued for the property as the cost of the property. If
stock so donated is subsequently sold, it is not permissible to treat
the proceeds as a credit to surplus of the corporation.” (Institute
bulletin.)
Revaluation surplus relates primarily to permanent investments,
properties and intangible assets. Separate statement of revaluation
surplus is desirable for the information which it furnishes regarding
the amounts stated for assets, but such statement is not always
practicable. The Institute bulletin says, “The balance-sheet should
show as ‘surplus arising from revaluation,’ or by some similar title,
any credit resulting from increasing the book value of capital or
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other assets by revaluation, whether on the basis of independent
appraisal or otherwise.”
A third class of capital surplus may arise in consolidation which
represents the excess of the stated amounts of net tangible assets
at acquisition over the cost of the shares. This capital surplus is usually
shown as a net amount for all subsidiary companies after deducting
goodwill arising from consolidation of companies acquired at costs in
excess of adjusted book amounts.
Charges may ordinarily be made against capital surplus (regard
less of its origin) for any amounts which do not affect either cur
rent, past, or future operations. Such charges may include expenses
of sale of capital stock (but not of bonds), excess of stated amount
of shares over proceeds received (no-par preferred shares stated
at a higher liquidation value, etc.) and write-offs of organization
expenses, goodwill or other intangible assets not properly subject
to amortization against earnings. “Capital surplus, however created,
should not be used to relieve the income account of the current
or future years of charges which would otherwise require to be
made against income. This rule might be subject to the exception
that where, upon reorganization, a reorganized company would
be relieved of charges which would require to be made against
income if the existing corporation were continued, it might be re
garded as permissible to accomplish the same result without re
organization provided the facts were as fully revealed to and the
action as formally approved by the stockholders as in reorganiza
tion.” (Institute bulletin.)
Write-downs of fixed assets or securities (other than treasury
shares) should be charged to earned surplus. An exception may per
haps be proper if the write-down is only an elimination of appreci
ation previously recorded as capital surplus and if the company
has made no definite representation as to the maintenance of the
appraised amounts. Only if formally authorized in the same man
ner as a reorganization, should deficits from operations be eliminated
from the accounts by deduction from capital surplus. Surplus earned
subsequent to an absorption of deficit in this manner should be
so designated in the balance-sheet.
Opinion regarding the treatment of depreciation on appraisal
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values of fixed assets is probably more strongly in favor of charging
the total depreciation against earnings than was the case at the
time of the committee’s report in 1930. Moral obligation “to main
tain the assets at their increased valuation out of earnings” may
be considered to follow any publication of balance-sheets which
include the appraised values upon which purchasers of the com
pany’s securities may have relied. Particularly is this true in the
case of prospectuses published in connection with the issuance of
bonds.
Balance-Sheet Presentation

In the balance-sheet, the earned surplus should be separately
stated, if possible, and any revaluation surplus should preferably
be separated from other capital surplus. Deficits are best shown as
deductions from other surplus accounts or from capital-stock ac
counts; if deficits are shown on the asset side of the balance-sheet,
the assets should be separately totaled and the deficit clearly indi
cated as such.
It is stated in the Institute bulletin that: “If there are any re
strictions on the surplus by reason of state laws, charter provisions,
etc., such as in the case of reacquired shares, the nature of the
restrictions should be indicated.” This requirement appears to be
somewhat in advance of usual current practice in reports to stock
holders. It may be difficult to interpret the restrictive provisions and
it has generally been assumed that the shareholder could determine
such restrictions from the provisions stated on his stock certificates,
from published records and from the laws of the state of incor
poration. Special restrictions under contracts with creditors should,
however, be mentioned. Reference in the balance-sheet to treasury
shares may be sufficient notice of possible resultant restrictions.
The amount of surplus legally available for dividends is a legal
rather than an accounting question. The accounting concept of
surplus available for dividends probably does not contemplate the
specific reduction of surplus by the full cost of treasury shares dur
ing the period prior to resale or retirement. The accountant should
consider the propriety of any dividends declared, but his respon
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sibility does not extend to the determination of surplus available
for dividends.
All changes in surplus balances should be so disclosed as to
provide a reconciliation between the balances at the beginning and
at the end of the period. It is not desirable to show a net difference
between relatively large debits and credits as a single addition or
deduction in the statements. Dividends declared or paid are usually
subdivided by the respective classes of capital stock. Whether this
information is to be included on the balance-sheet, at the foot of the
statement of profit and loss, or in separate statements of surplus is
not important.

CHAPTER XVI
PROFIT AND LOSS

It is difficult to separate the review of profit-and-loss accounts
from the examination of the balance-sheet. If the beginning and
ending balance-sheets are correctly stated in accordance with con
sistent accounting practices, it follows that the net profit or loss for
the period is correctly stated, subject only to the accuracy of divi
dends and special surplus adjustments. On the other hand, the
examination of the balance-sheets can not be completed without re
viewing the profit-and-loss accounts.
This interrelation has already been indicated by the many refer
ences both to the importance of the system of internal check and to
specific income and expense accounts. Tests of the internal control
are relied upon particularly with regard to:
Purchases—that all are authorized, received and charged to the proper
accounts.
Sales—that all shipments are properly billed and that all goods billed
are shipped or definitely set aside and excluded from inventory; that all
credits for returns, allowances, bad debt write-offs, etc. are properly ap
proved; that sales are properly classified in the accounts so as to exclude
miscellaneous income and sundry sales of by-products and fixed assets.
Cash—that all receipts, including particularly those for cash sales
and sundry income, are recorded; that all recorded disbursements are
properly approved and classified; that payrolls have been adequately
checked as to amounts and distribution.
Inventories—that all materials, merchandise and supplies are properly
controlled to prevent loss; that reported quantities are properly de
termined to exclude all goods billed to customers or received on con
signment; that liabilities for all inventoried goods have been reflected
in the accounts; that production costs are satisfactorily determined.
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It is obviously impracticable to attempt to check all these transac
tions in detail for any but the smallest companies. On the other
hand, the analyses of specific expense accounts will supplement the
tests made of the internal procedures for limited periods covering
many of the accounts, with a cross section of a few accounts for the
whole period.
Some of the specific profit-and-loss accounts with respect to which
more complete review has been mentioned in relation to balancesheet examination are:
Profit-and-loss accounts
Sales

Returns, discounts, allowances
and bad debts
Production costs
Interest and dividends received
and profits or losses on invest
ments
Depreciation, repairs and profit
or loss on disposition
Property taxes
Insurance
Legal fees
Interest expense

Rents, royalties, commissions, etc.
Payrolls
Intercompany transactions

Balance-sheet accounts

Accounts receivable, inventories,
deferred income
Reserves for accounts receivable
Inventories
Securities

Property, plant and equipment

Deferred charges, accrued ex
penses
Deferred charges
Accrued liabilities, contingent
liabilities
Notes payable, accrued expenses,
funded debt, debt discount
Accrued expenses
Cash, accrued expenses
Accounts receivable and payable,
securities of affiliated com
panies

As a first step in the further review, comparative trial balances of
income and expense accounts should be prepared for the current
and preceding period, and the accounts should be grouped according
to their classification in the previous statement of profit and loss in
order to ensure uniformity of treatment. If the nature of an ac
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count is not clearly indicated by its title, inquiries should be made.
At the completion of his review, the accountant should be suffi
ciently familiar with the general character of the transactions
recorded in the various accounts to be able to review their classifica
tion in the profit-and-loss statement. Obviously, the extent to which
the statement of profit and loss is to be detailed affects his review
of the correctness of the classification. The early preparation of
working statements of profit and loss in comparative form, with
ratios of expenses to sales or with amounts per unit of sales, will
facilitate the accountant’s examination.
In preparing or checking the trial balance for the current period,
the accounts should be scrutinized for the regularity of the periodic
amounts: unusually large amounts or accounts with eleven or
thirteen charges in a period of twelve months may require special
investigation. Debits in income accounts and credits in expense ac
counts should also receive attention: they may not represent proper
offsets or may indicate a change in practice as to capitalization of
expenditures, etc. Amounts of detailed expense accounts for the cur
rent and the preceding similar period should be compared and if
variations do not appear to be accounted for by any changes in
production and sales volume, the accounts should be considered
further and explanations sought from the officers and from more
detailed analyses. And, finally, accounts other than those analyzed
in the balance-sheet examination may require a more detailed check.
In addition to comparison with corresponding amounts for one or
more prior periods, comparison with available budget figures may
be of material assistance in indicating unusual amounts. In some
cases there may be available operating figures for companies in the
same business—either data collected by such organizations as trade
associations, the Harvard Bureau of Business Research, or more
current figures of other clients. If the company utilizes statistical
data to determine its position with regard to the business cycle and
its place in its industry as a whole, such information may be em
ployed by the accountant to advantage.
If the accountant is not familiar with the particular business, a
review of monthly or quarterly reports prepared by the company
employees may provide additional information on the fluctua
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tions and trends. Seasonal variations in production or sales may
have considerable effect on the accounts, particularly on accounts for
inventories of style merchandise. Statistical information on quanti
ties produced and sold, etc. has already been mentioned and should
not be overlooked.
Turning to specific classifications of accounts for presentation in
statements of profit and loss, some of the additional points to be cov
ered may be briefly summarized.

Gross sales:
Sales should include only billings to customers for regular mer
chandise sales consummated during the period. A distinction
should be made between such sales and incidental sales of by
products, discarded equipment and the like. Billings for returnable
containers and specific charges for freight, excise taxes, etc. should
not be included to inflate the amounts. Sales to affiliated companies
may properly be included (except, of course, in consolidated state
ments) but these transactions require special attention, both as to
price and volume. If subsidiaries are billed at cost, or cost plus
estimated actual expenses, the amounts may better be separately
shown or treated as direct transfers from inventories or production.
If provision is not made for unrealized profit on intercompany
goods held by the affiliated companies at the end of the period,
the effect of large shipments near the close of the period should be
carefully considered. Sales to affiliated companies at prices other
than those to outside customers should be properly approved.
Changes in sales volume and prices, the withdrawal of old prod
ucts and the introduction of new products are all of interest to the
accountant and may have a direct bearing upon the tests of inven
tories and sales expenses. A comparison of unfilled sales orders with
amounts at the close of previous periods may throw additional light
on the company’s condition and prospects. Comparison of the com
pany’s sales volume with published information as to volume for
the trade as a whole and comparison of monthly sales figures for
the current and prior years may be helpful. If abnormally large
billings are recorded for the closing months of the period, they
should be investigated.
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Sales deductions:
Trade discounts, allowances for outward freight and returned
goods, for which credit is given to customers, should be deducted
from gross sales, unless such deduction is contrary to established
custom. Normal cash discounts (up to 2%) may be treated as other
financial income but are more usually deducted from sales. Esti
mated amounts for quantity discounts subsequently to be allowed
on sales during the current period should be provided for in the
current period, as should estimated amounts payable under price
protection agreements. Selling commissions and brokerage fees
should be treated as selling expenses.
Cost of sales:

There is no clear-cut line of demarcation between amounts repre
senting “cost of sales” and amounts for delivery and distribution ex
penses. “Cost of goods sold” is a more specific term and may be
interpreted to exclude write-downs to market and such costs as
packing and shipping. Delivery expenses on heavy commodities, in
stallation costs, etc. may also be included in cost of sales. Unless
rather definitely misleading, the company’s classification may usually
be accepted. It may be noted that, for competitive reasons and in
deference to public opinion, the company may decide to construe
the term broadly in order not to show a high ratio of gross profit
which is subject to very substantial reduction for expenses in getting
the merchandise to customers. The rule of the Securities and Ex
change Commission permitting merchandising organizations to
combine cost of goods sold and occupancy and publicity expenses is
in line with this consideration. If such other expenses are included,
the caption should indicate their general nature.
Regardless of the cost system employed by the company, the
records should provide an approximate summary of the elements of
costs—materials and supplies, goods purchased, salaries, wages,
power, repairs, depreciation, taxes, insurance and miscellaneous ex
penses. Salaries and wages, repairs and fixed charges have been
previously considered. An analysis of purchases is desirable but
usually impracticable unless prepared by the company. Such an
analysis by types of materials or merchandise may furnish an addi
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tional check on the inventories and upon the reasonableness of the
relative quantities. A sufficient review should be made of the pur
chases to disclose possible large charges for equipment or other capi
tal items. Power contracts should be examined—they may constitute
important contingent liabilities if minimum annual charges are
specified or if they cover long periods. There may also be agreements
as to the construction and maintenance of power lines and equip
ment. Contracts for water rights, etc. may similarly have significant
provisions. Possibilities of obligations with regard to water pollution
from some types of operations require investigation.
Depreciation, taxes, insurance and other overhead may be included
in production costs on the basis of an estimated normal production
which is in excess of actual production during the period. In state
ments for periods of less than a full fiscal year, it may be proper to
defer amounts of unabsorbed or overabsorbed burden if the business
is seasonal and it appears that the annual production will be in accord
with the estimates. In statements for full fiscal periods this treatment is
less desirable and might be avoided by the adoption of a fiscal year
corresponding to the seasonal production periods. If there are sub
stantial amounts of unabsorbed burden they may be separately
stated in the profit-and-loss statement, but comparative figures of
actual production would probably be more informative. Amounts of
inventory reductions to market are also sometimes shown separately,
but frequently the figures are not particularly indicative of the
effect of market declines during the period: the amount of the
write-down directly depends upon the company’s policy with regard
to rapid disposal of loss merchandise and upon the remaining
quantities upon which price reductions are necessary.
In considering the amounts for cost of sales it should be borne in
mind that the figure is the result of a computation which includes
different elements. Adding opening inventories, purchases and pro
duction costs and deducting closing inventories does not give the
cost of goods sold: reductions to market and unabsorbed or over
absorbed overhead may result in amounts per unit which are sub
stantially different from computed actual costs. Changes in volume
of manufactured goods in the inventory result in differences in the
costs charged against operations; depreciation, taxes and other ex
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penses charged to production may be quite different from the
amounts reflected in the net cost of sales shown in the profit-andloss statement. These factors and the possible desirability of setting
forth the inventories and charges, should be borne in mind by the
accountant in considering the presentation in the financial state
ments.
Gross profit on sales:

Tests of the general accuracy of the accounts through comparison
of gross profits by periods have been mentioned in reference to in
ventory examination. From his review of the sales, production and
inventories, the accountant should be enabled to understand the
changes in ratio of gross profit and in total amounts of gross profits
as compared with previous periods. It is sometimes possible, also,
to compare the company’s ratio of gross profit with the margin
ratio indicated by published indices of retail and wholesale prices
for commodities of the same classes.
Selling, general and administrative expenses:

If the operating expenses are subdivided in the profit-and-loss
statement it is customary to show separately: delivery expenses (if
large in amount and not included in cost of sales), selling expenses,
and general and administrative expenses. Selling expenses include,
principally: salesmen’s salaries, commissions and expenses; adver
tising and samples; sales and credit office salaries and expenses; bad
debts. General and administrative expenses include: executive
salaries not allocated to production or sales, office salaries, some fran
chise taxes, legal and accounting fees, stationery, telephone and
sundry other expenses. It is not practicable in many cases to deter
mine the proportion of executive and office salaries and expenses
applicable to such functions as purchasing, cost accounting, billing,
credit management and collection, and the like, and all such expenses
may be included in general expenses. Some research and develop
ment expenses may also be included as general expenses.
Relatively few of the ordinary operating expenses need be an
alyzed or checked in detail. Some of the accounts which may receive
special attention include:
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Salaries—examination of payrolls for one or two salary periods and
comparison of indicated amounts for the whole period under review
with the expense accounts; review of salary contracts or directors’ ap
provals of executive salaries; consideration of payments of additional
compensation.
Management fees—careful review of payments to affiliated companies
and reference to approvals, agreements and amounts.
Commissions—review of special commission agreements and pay
ments.
Advertising—consideration of promotional expenses on new products;
review of agreements providing for minimum payments, etc.
In general, reliance is placed upon comparisons with prior periods
and with budgets. Certain of these expenses may vary in roughly
the same proportion as sales, while some others are practically fixed
in amount. Changes in the other expenses may be more difficult to
explain and may require more detailed review.
Estimation of unit costs for distribution and some administration
expenses is a relatively recent development in corporate accounting
which may become more general under the stimulus of federal
legislation regarding quantity discounts and rebates. Such data may
be helpful to the accountant in his review of the profit-and-loss ac
counts for such expenses and may tend to supersede comparisons of
the ratios of various expenses to sales volume and amount. Com
putation of such unit costs may be difficult because of the relatively
large proportion of the expenses which do not fluctuate in direct
ratio to the volume of transactions. On one hand, the allocation of
these expenses on a strict per-unit basis may give erroneous impres
sions regarding the desirability of additional volume which could be
handled at slight additional expense. On the other hand, allocation
of these expenses on the basis of dollar volume tends to vitiate the
purpose of the unit-cost determination. This latter procedure is
analogous to the practice of dividing the cost of joint products in
proportion to sales prices or of charging “what the traffic will bear.”
Reference to the difficulties involved in allocating indirect expenses
should not obscure the desirability of determining direct expenses
per unit.
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Net profit on sales:
Net profit on sales (or profit from operations) may be one of the
most significant figures in the statement of profit and loss; and
comparison of the figures is usually most indicative of the trend in
profits. Comparison of the ratio of net operating profit to sales with
ratios for previous periods or for other companies is not distorted by
differences in financial income and expense which may materially
affect the final results for the periods. Operating profit is frequently
shown before depreciation and then the provision is deducted as a
separate item. It is usually preferable, however, to follow the com
pany’s practice with regard to computing cost of sales and operating
expenses and to show the amount of the depreciation provision as a
footnote. The amount of the depreciation provision should always
be stated.

Other income:
Other income should be distinguished from amounts representing
receipts from by-products or reductions of expenses. Gross amounts
of income should not be included under this caption if relatively
large expenses directly applicable thereto are included under pro
duction costs or operating expenses; either the relative expenses
should be deducted from the amounts or the income should be
shown as other revenue above the expenses in the statement of
profit and loss. For example, rents received from employees for
occupancy of company houses may represent a proper offset to pro
duction costs, if nearly equal or larger amounts of depreciation,
taxes, etc. have been charged thereto. Rents received from sub
tenants in a leased office building may properly be offset against
rent expense. Rent, less expenses, of property purchased as an in
vestment or for future development is a proper item of other in
come. Ordinarily, other income is confined to financial income and
adjustments of prior periods’ figures: interest, dividends, cash dis
counts earned (if in accord with company practice), net rents, gains
on disposition of capital assets, net profits of subsidiary companies
if reflected in the accounts; refunds of prior years’ taxes, reduction
of reserves which proved excessive.
Most “other income” will have been checked in the examination
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of investments and other asset accounts; other amounts so shown
by the books should be reviewed and in many cases may be offset
against expenses. Captions should clearly indicate the nature of sub
stantial amounts.
Other charges:
Other charges regularly include interest expense and amortization
of bond discount, losses on disposition of capital assets and provi
sions for losses of subsidiary companies and losses on foreign ex
change. In addition, adjustments of prior years’ expenses, provision
of special reserves, etc. are preferably shown here rather than as sur
plus adjustments. It is less desirable to include under this caption
extraordinary operating costs and expenses of the period: write
downs of inventory, unabsorbed factory overhead, bad debts and
the like. Fixed charges and maintenance expenses applicable to
plants not in use or to definite excess plant capacity constitute a
proper “other charge.” Charges should be carefully reviewed with
a particular view to determining that operating profit is not over
stated. Net amounts of gains or losses on fixed assets and invest
ments, and of provisions for losses of subsidiaries, are satisfactory;
but the results of dissimilar transactions should not be offset with
only the net amount shown.
Dividends on preferred shares of subsidiary companies in the
hands of the public are shown as other charges in consolidated
statements, and minority interests in earnings are also deducted in
order to find the amount applicable to shares of the parent company.
In determining the amounts of losses to be allocated to minority in
terests, consideration should be given to the possibility that the
parent company may be ethically or legally required to make good
such losses. The treatment of subsidiary preferred dividends as
“other charges” is not in accord with the theoretical concept of the
consolidated group as an entity, but, as a practical matter, such
treatment results in a better presentation of the parent company’s
equity in the earnings of the consolidated companies.
Federal taxes:
It has been the usual practice to show federal income taxes as a
separate deduction from profit before such tax, both because the

PROFIT AND LOSS

147

tax was computed on substantially that figure and because the tax
was considered as a share of the profits. Federal capital-stock taxes
have been generally treated as franchise taxes and included under
general and administrative expenses. Excess-profits taxes although
directly related to the capital-stock taxes have usually been combined
with income taxes in the statement of profit and loss, because they
are reported on the same return and paid in the same manner as
the income tax. The Institute bulletin states under the caption
“Other charges”: “Provision for income and capital stock and ex
cess-profits taxes may be included here or deducted as a separate
item in the profit-and-loss statement.”
Surtax on undistributed profits imposed under the revenue act of
1936 may prove to be difficult to estimate—particularly at interim
dates prior to the close of the fiscal period—and explanations regard
ing the liability for surtax may be required in the financial state
ments. Uncertainties regarding the taxability of stock dividends,
conflicts between the Treasury Department regulations and state
corporation laws, and unrecognized restrictions under bond inden
tures and company charters complicate the estimating of surtax
liability even at a year-end when the amounts of dividends are
known. Separate statement of provision for surtax liability is de
sirable.
Small adjustments of federal taxes for prior years are ordinarily
included with the current year’s provision; larger amounts should
be disclosed.

Net profit:
Net profit for the period should be considered with reference to
extraordinary items in the statement of profit or loss or in the surplus
account. If the caption appears to be misleading as applied to the
specific amount, mention should be made of special charges or
credits included in, or omitted from, the statement or to qualifica
tions contained in the statements and the accountant’s report.
Profit-and-Loss Presentation

In statements of profit and loss there is greater latitude in the
extent of the detailed information to be shown than is the case
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with regard to balance-sheets, and the purpose of the statements
materially affects the extent of the disclosure. For the use of stock
holders or of general trade creditors, it is customary to submit only
condensed statements. Statements prepared for the management,
banks, prospective purchasers or underwriters, etc. may include sup
porting schedules for each of the major groups of costs and expenses
such as cost of sales, delivery, selling, administrative and general
expenses, other charges, etc.
In published reports, many companies do not show separately the
net sales and cost of sales. In September, 1930, J. M. B. Hoxsey,
executive assistant to the committee on stock list of the New York
Stock Exchange, stated: “More and more corporations are abandon
ing the practice [of showing sales] on two grounds: first, that in
certain instances it creates sales resistance where the margin of
profit is at all wide and second, that in other cases it gives advantage
to competitors. The first, as to certain types of business may be fre
quently true; the second rarely is. It may even be questionable
whether a business so precarious in its nature that any leak in in
formation as to its volume of sales would be of serious disadvantage
competitively is a type of business suitable for public ownership.
Next only to net profits the amount of sales (or gross revenue) is
probably the most significant figure of the financial statements. It
is the key upon which almost every item of the competence of the
management depends.” Accountants have generally recommended
the statement of the amount of net sales, but they have not been so
urgent in their recommendations with regard to dividing cost of
sales and operating expenses so as to show the ratio of gross profit.
Regulations of the Securities and Exchange Commission specify
that sales and cost of sales shall be reported, and in relatively few
cases have such figures been kept confidential.
Amounts of depreciation provisions should always be indicated
in the statement of profit and loss—usually in a footnote. Significant
amounts of other income and other charges should be separately
stated, with designation of special write-offs and of amounts not
directly applicable to the current year’s operations; unusual reserve
provisions may be particularly significant. Details of operating ex
penses are seldom published except as required by regulatory bodies.
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Expenses required to be set forth in registration statements filed
with the Securities and Exchange Commission include depreciation,
repairs and maintenance, rents and royalties, taxes, management
service fees and bad-debt losses. It will be noted that these expenses
are indicative of accounting policies, of possible intercompany trans
actions and of fixed charges which may become very important if
operations are curtailed. Many companies have regularly included
the more important of such information in the text of their annual
reports to stockholders.
There are many advantages in the practice followed by some com
panies of combining the statements of profit and loss and changes
in surplus. It is especially helpful if there are large charges or credits
to surplus, since it shows in one place all the changes in the surplus
balance. This practice may also impress upon the reader the ne
cessity for considering all of the financial statements and not only
the last figure on the statement of profit and loss.

CHAPTER XVII
WORKING PAPERS

Accountants’ working papers are a complete subject in them
selves, but a brief discussion of their purposes and general character
is pertinent to the consideration of the examination which pro
duces them. Primarily, the schedules record the information ob
tained during the examination, the work done to disclose the facts,
and the manner in which the data were utilized and summarized
for presentation in the financial statements and report. In other
words, they form the tangible basis for the accountant’s opin
ions. The importance of working papers should not be allowed to
overshadow the greater importance of the actual audit work. Work
ing papers are a means to an end and not the end itself.
Continuous Files

On recurring examinations it is customary to subdivide the papers
between a continuous or permanent file and the current files.
Schedules and documents relating to matters which require atten
tion in succeeding examinations are included in the continuous
file. In general, the information contained is very similar to that
specified by the Securities and Exchange Commission for the text of
registration statements. Such a file may well include:

A summary showing the name of the client and its subsidiary com
panies, date and state of incorporation, nature of business, location of
plants, principal officers.
Lists of books kept and accounting department employees.
Copies of charter, by-laws, bond indentures, etc.
Copies of listing applications, registration statements, annual reports.
Abstracts from minutes of meetings (dates of all recorded meetings,
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summaries of important action taken, exact quotations from resolutions
directly affecting the accounts, etc).
(Separate schedules with respect to dividends may be used to show
declaration, record and payment dates, rates, number of shares and
amounts.)
Copies or abstracts of important contracts and agreements.
Memorandum on history of the business.
Memorandum on system of internal check.
Summary analyses of all funded debt accounts (and unamortized
debt discount) from the inception of the company.
Summary analyses of all capital stock, surplus and present reserve
accounts from the inception of the company.
Summary of annual changes in fixed-asset accounts.
Memoranda on insurance plans, pension plans, etc.
Memoranda on company’s accounting practices.
Schedule of status of federal income taxes for prior years.
The advantages of such a file are readily apparent and its main
tenance eliminates much repetition and duplication of work in the
annual working papers.
Current Working Papers

Current working papers are ordinarily indexed either to a gen
eral-ledger trial balance or to the working balance-sheet and state
ments of profit and loss and surplus and are usually arranged in
that order. The more usual working papers may be classified into
the following categories:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Working financial statements (and trial balances).
Adjusting journal entries.
Leading schedules.
Analyses of accounts by transactions for the period.
Analyses of account balances.
Miscellaneous detailed schedules.
Programs of work to be done or memoranda of work done.
Confirmation letters from outside parties.
Confirmation letters from officers.
Reports or statements prepared by the company or by other ac
countants covering branches or subsidiaries not examined by the
accountant.
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1. Working financial statements have been previously mentioned
in the description of the beginning of the examination. These state
ments may supersede the complete general-ledger trial balance if
the ledger account balances are grouped on leading schedules by
balance-sheet classifications; totals from the leading schedules are
carried to the working balance-sheet and the totals of the balancesheet prove the equivalence of ledger debit and credit balances.
Similar leading schedules may be used for profit-and-loss accounts
and the totals may be carried to the working profit-and-loss state
ment to check the amount carried to surplus. Working statements
should be prepared with columns for: balance at previous closing
date (per accountant’s papers), schedule reference, account caption,
balance per books—current period, adjustments, and final balance
—current period. It may be desirable to show either greater or less
detail in the working statements than in the final statements, but
the principal purpose is to get an early view of the whole picture
and to permit immediate indexing of the supporting schedules.
2. Adjusting journal entries should be prepared for all changes
made after the working statements are prepared from the books.
They are ordinarily of three types:
Company entries made after the ledger balances were taken off.
Adjustments proposed by the accountant.
Entries to reclassify book amounts for statement purposes which
do not require entry on the books.

Except in the case of examinations made for other parties in con
nection with the acquisition of a business or for some other special
purpose, all adjustments made by the accountant in preparing the
financial statements should be reflected on the company’s books. It
is desirable to record all proposed adjustments in journal-entry
form and if any of the entries are not adopted by the company
officials their reasons should be noted on the schedule of proposed
entries. References to schedules on which relative information ap
pears should be made on each entry. All adjustments agreed upon
with the company officers should be posted by the accountant to the
working statements and supporting schedules and traced to entry
in the books. It may be of assistance to use different symbols to
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differentiate the three classes of entries. It is also frequently desir
able to prepare summaries setting forth the effect of the adjustments
upon profits and surplus, giving separate consideration to the com
bined effect of suggested entries which have not been adopted.
3. Leading schedules should have columns corresponding to those
on the working statements and additional spaces for account num
bers if they appear in the ledgers. These schedules list the indi
vidual ledger account balances to be included in each balance-sheet
caption, are indexed to the supporting schedules and afford a ready
means of ascertaining that the accounts are classified in the same
manner at the beginning and at the end of the period. Leading
schedules may well include, also, the names of all accounts opened
and closed during the period. Leading schedules for fixed assets
and depreciation reserves may be prepared with additional columns
in which to summarize the changes during the period. For example,
columns may be provided for: account number, name of account,
balance—June 30, 1935, additions, deductions, transfers, balance—
June 30, 1936, amount received on disposition; and reserve balance—
June 30, 1935, depreciation rate and provision, depreciation on dis
positions, transfers, balance—June 30, 1936; and net book amount—
June 30, 1936.
4. Analyses of accounts by transactions for the period are made
of such accounts as fixed assets, and of profit-and-loss accounts
for interest, taxes, etc.; and to test the transactions affecting
control accounts for such items as receivables and payables.
Schedules analyzing accounts in this manner may be more in
formative if the entries are grouped by nature or source; for
example, columns may be provided in an analysis of accounts
receivable control accounts to show: charges for sales, voucher
register charges, journal debits; credits for cash collections, for
credit memos, for write-off to reserve for bad debts and for sun
dry journal credits. Comparison of the entries, in such accounts as
those for accrued expenses, with the entries in the relative expense
accounts, may permit the use of the totals of accruals instead of
twelve individual monthly accruals which are of no separate sig
nificance. For example, an account for accrued federal income tax
may be briefly analyzed as follows:

FINANCIAL AUDITS

154

Balance, June 30, 1935
Provision charged to profit and loss:
9/5 J. 107—For year ended June 30, 1935
do
1936

(1) $10,000
(1) $ 240
(2) 15,000

15,240

$25,240

Payments:
9/14 C.B.
12/14 “
3/14 “
6/14 “

138
187
220
256

$ 2,500
2,580
2,580
2,580
Balance, June 30, 1936

(1) 10,240
(2) $15,000

This form of analysis is more useful and more quickly made than
chronological lists of all entries.
Care should be exercised to see that dates of entries and posting
references are included in detailed analyses and that full informa
tion is given as to journal entries—particularly that the contra ac
counts are indicated. If properly prepared, these schedules for
balance-sheet accounts furnish much of the information necessary
for checking profit-and-loss accounts. Schedules for investments
afford an excellent illustration of this possibility; such schedules
may be drawn up in columnar form to show: principal amount
or number of shares and book amounts at the beginning of the
period; date, vendor or broker, units and cost of securities pur
chased; date, purchaser or broker, units, sales price and amount,
and profit or loss on securities sold; units, book amount, amount
at market quotations, and accrued interest and dividends receivable
at the end of the period; income received during the period.
5. Analyses of account balances are ordinarily in the form of trial
balances of subsidiary ledgers such as those for individual bank
balances, accounts and notes receivable, stockholders’ ledgers, etc.
or else are compiled amounts such as those for inventories, prepaid
insurance, etc. Relative importance of amounts determines the ex
tent of the detail of individual items which the accountant will in
clude in his schedules in such cases; larger or questionable amounts
and subtotals of major divisions are the amounts usually scheduled.
If complete details are not taken off, the totals of the amounts not
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itemized should be inserted as a check on the adequacy of the
samples and in order that the total of the schedule may agree with
the control. In all of these schedules it is important to note the
source of the data.
Analysis sheets by component parts may be drawn up to facilitate
the examination in various ways. Bank account schedules may in
clude columns for: balances per bank statements, deposits in transit,
bank charges not taken up, outstanding cheques, bank collections
not taken up, and book balances. Accounts-receivable schedules
may show debit balances, credit balances, accounts not due, accounts
overdue up to 30 days, 1-3 months, 3-6 months, 6 months or longer.
Inventory schedules may supplement the individual book amounts
with information as to quantities, prices and amounts at the opening
date; quantities, prices and amounts at the closing date; dates,
vendors, quantities, and prices for latest purchases; and outside
market quotations.
6. Miscellaneous detailed schedules will be necessary to support
various analyses of ledger balances and may take an almost infinite
number of forms. It is not practicable for the accountant to check
transactions and balances in complete detail and it is necessary to
resort to tests; the working papers reflect this testing. Construction
in-process balances may be analyzed in the first instance by indi
vidual job orders and all the authorizations may be examined.
Balances on some of the larger jobs may be broken down into
total charges for purchased materials, labor, supplies and direct
overhead, and larger amounts of all these elements of cost may be
traced to the company records on a considerable number of these
jobs. Purchase invoices for materials on still fewer projects may
be examined in detail. And, finally, one job may be selected for
which detailed labor, supplies and overhead charges for a limited
period may be tested as a basis for the review of the company’s
procedures. Each of these progressively more detailed tests will
ordinarily be supported by a working schedule, the total of which
is increasingly remote from the balance-sheet amount for fixed
assets.
Other detailed schedules frequently take the form of statistical
records or cost-accounting records: figures for quantities produced
and sold, estimates of unit-production costs, summaries of bad-debt
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losses by years, sales prices by months for principal products, graphs
of market prices of principal raw materials, published market
quotations at the end of the period, sales price lists and catalogues,
budget figures, etc., etc.
7. A program of work to be done may be tentatively prepared
at the beginning of the examination for use in assigning the work
to various assistants and to set forth the general nature and extent
of the examination to be made. Modifications of the tentative pro
gram will usually be found necessary in the light of additional
knowledge of the records and procedures, particularly with respect
to internal control. It is, accordingly, desirable for the assistants to
prepare memoranda on the routine followed by the company em
ployees, the test checks made and the adequacy and accuracy
of the records examined. Questions regarding the propriety of ac
counting principles and practices should also be recorded. Such
memoranda of work done and comments on the results may be
of more significance to the accountant in charge, when reviewing
the papers, than the actual figures checked.
Accounting practitioners assume full responsibility for the work
done by their assistants and working papers and memoranda con
stitute the means by which the work is controlled. Questions of
practice and procedure which are raised by junior assistants are
decided by their seniors (after discussion with the company officers,
if necessary) and taken up with the partners or principals if the
seniors are not entirely satisfied as to the correctness of the pro
cedure. The notes prepared by the men making the actual examina
tion form the basis for subsequent review. Notations of the decisions
finally reached and the reasons therefor should also be made in the
working papers. Comments on policies to be pursued by the client
may frequently be included in the permanent file in order that any
subsequent deviations may be more readily noted from the annual
review of the file. Assistant accountants may possess widely varying
degrees of ability and experience and it is obviously important that
the man assigned to each part of the examination be capable of
recognizing matters which require further investigation. Memo
randa on work done afford an indication of the assistant’s grasp
of the important points in the review of the specific items and,
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by inference, of the completeness of his records of unusual or ques
tionable procedures. Memoranda prepared by the individual as
sistants are therefore desirable, in most cases, both to complete and
to supplement the tentative program prepared at the beginning of
the work.
8. Confirmation letters from outside parties have already been
referred to in connection with specific instances in which such let
ters are expedient. It may be mentioned that it is also desirable to
retain in the papers copies of the letters sent by the client requesting
the confirmations. Replies received may not constitute in themselves
a complete and understandable statement of the reported facts or
opinions.
9. Confirmation letters from company officers have also been pre
viously mentioned in relation to accounts receivable, inventories,
fixed assets and liabilities. Letters of this sort may also be obtained
to meet various other situations. Confirmations are sometimes re
quired with respect to trial balances of branch-office books, out
standing shares of capital stock, purposes for which treasury shares
or bonds are held, statements of unusual accounting policies not
specifically passed upon by the directors, etc. All these letters should
be as specific as possible and definitely identified with balances
shown by the books at the time of the accountant’s examination.
Statements included should be as exact as possible, entirely approved
by the officers, and signed by both the principal officer who is
primarily responsible for the specific matters covered and by those
of his subordinates who are most familiar with the details. The
accountant should be satisfied that the facts, so far as disclosed by
his examination and as distinguished from matters solely of opinion
are correctly stated. It may also be well to include in the letters
specific mention of any deviations from generally accepted account
ing practices to which the accountant intends to refer in his report
or in the financial statements.
10. Reports and statements prepared by the company or by other
accountants are frequently relied upon by the accountant with re
spect to the accounts of branches or subsidiaries not examined by
him. Signed copies of such reports should be included in the work
ing papers.
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Working schedules should obviously be legible and readily under
standable. Much may be done to enhance their intelligibility by
simple indexing and careful cross-referencing. Summaries of sched
ules supporting each balance-sheet amount may be included in the
leading schedules to good advantage or may be incorporated in the
memoranda on work done. Inventory schedules might be sum
marized, for example, as follows:
Summary of physical inventories
Confirmation letter from officers
Memorandum on work done
Price test schedules
Production costs and burden review
Market and sales prices
Purchase commitments
Quantity reconciliations and gross-profit test
Clerical errors
Warehouse confirmations

C-1
C—2
C-3-4
C-5-10
C-11-18
C-19-23
C-24-5
C-26-7
C-28
C-29

All schedules should be signed or initialed by the persons who
prepared them, and dates of preparation may be important in some
cases such as records of the count of cash and securities or the ex
amination of documents. Schedules prepared by company employees
may be used to expedite the work but care must be exercised to
avoid too hasty acceptance of the figures. In preparing schedules
himself, the accountant has more time in which to consider the
significance of the transactions or the balances which he is checking
than is the case when he is merely ticking amounts already re
corded. Full explanations of any tick marks used in checking figures
should be included unless certain standard marks have been adopted.
Dates of all transactions, agreements and letters which have been
examined may be of importance and should be recorded.
To summarize: Working papers should clearly set forth the
analysis of the book accounts, the nature and extent of the exami
nation, the conclusions reached and the synthesis of the accumulated
data into the final financial statements and report.

CHAPTER XVIII
CONSOLIDATED STATEMENTS
“It has been rather generally accepted that the position and earn
ings of a parent company and its subsidiaries as a whole usually can
best be presented by means of consolidated statements showing the
combined position and operations of the group. . . . The limitations
of consolidated financial statements should be recognized. . . . The
necessity of giving further statements for the parent company alone,
and possibly for certain subsidiaries, should be considered, particu
larly the balance-sheet.” (Institute bulletin).
Consolidated statements are particularly desirable if there are
many intercompany transactions or if the transactions are at prices
and rates substantially different from those which would obtain on a
free competitive basis. Elimination of consolidated returns for fed
eral income-tax purposes has resulted in increased artificiality in the
accounts of some companies. At this present time, consolidated state
ments may have added importance as an indication of what the par
ent company’s position may be after the elimination of subsidiaries
because of taxation of dividends. If statements are to be consoli
dated, certain general principles should be followed and these can
be briefly summarized, but it is obviously impossible to consider in a
limited discussion many of the ramifications of the subject.
Companies to Be Included

Determination of the companies to be included in the consolidated
group turns principally upon the extent of the control held (or exer
cised) and upon the extent to which the operations of the several
companies are allied. Instructions issued by the Securities and Ex
change Commission for form 10-K (annual reports) provide: “The
registrant shall follow in this consolidated statement that principle
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of inclusion or exclusion which, in the opinion of the registrant, will
most clearly exhibit the financial condition and results of operations
of the registrant and its subsidiaries. . .
(cf. Institute bulletin.)
Companies which are not controlled through ownership by mem
bers of the group of more than 50% of the voting stock should not
be included in the consolidated group. If effective control is not exer
cised because of receiverships, bankruptcy, remote location or for
other reasons, the ownership of a majority equity is not sufficient rea
son for inclusion. Effective control of foreign subsidiaries may be
hampered by the taxation and restrictions imposed by two govern
ments. Moreover, if the subsidiary has outstanding senior securities
in amounts which are much greater than the group’s equity, the in
clusion of its accounts may distort rather than clarify the combined
position. Amounts of minority interests which are large in propor
tion to the total net assets render the balance-sheets difficult to inter
pret; and a large volume of sales which result in small net profits
after bond interest and dividends payable to outside parties may be
definitely misleading. Also, conclusions drawn from statements com
bining the accounts of companies which are owned in substantially
the same proportions, say 90% to 100% , are likely to be more sound
than if part of the operations be conducted by companies 51% owned
and the rest by companies owned 100%; a group might have a 51%
equity in a good asset and a 100% equity in a doubtful asset, instead
of the 75% equity in each which might be indicated by the propor
tion of the minority interests to the total net worth.
Inasmuch as the theory underlying consolidated statements is that
the group represents an economic unit, the companies included
should be allied in operation. Such groups should usually represent
either vertical or horizontal integration: separate companies engaged
in extraction, production and sales of the same or related commodi
ties or companies selling related merchandise in different territories
or to different classes of customers.
As a limiting factor, the accounts of the several companies must
be capable of expression in comparable units and in accordance with
substantially uniform accounting principles and practices; and ade
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quate records of intercompany transactions must be available. As
previously mentioned, accounts which are kept in foreign currencies
can not be expressed in dollars with exactness, and restrictions on
exchange transactions or wide fluctuations in exchange rates may
make any consolidation which includes such accounts meaningless
or misleading. Even if accounts of foreign subsidiaries are consoli
dated it may be necessary also to submit their separate figures.
Uniformity of basis of stating the accounts may involve various
points including:
Dates:

Reports on accounts of foreign or other subsidiaries may not be at
hand for consolidation prior to the time at which consolidated state
ments are required unless an earlier closing date is used by the subsid
iaries. Or the accounts of certain subsidiaries may be examined by the ac
countant at an earlier date and statements as at the consolidated balancesheet date may be prepared by the company and used by the accountant
in consolidation after reviewing the intervening transactions. If accounts
for all companies are not closed as of one date, the fact should be stated
in the accountant’s report. In any event, transactions between the close
of the subsidiary companies’ fiscal years and the consolidated balancesheet date should be reviewed and significant amounts arising from un
usual transactions should be reflected in the statements. A full period’s
operations should be included with respect to each company.
Accounting practices:

Accounts of individual subsidiaries may be kept in accordance with
different accounting practices, but for purposes of consolidation they
should be capable of restatement in conformity to the general policies if
the companies are to be included in the group. Separate records may be
maintained for this purpose. Basis of inventory pricing and statement of
fixed assets, investments, etc. are most frequently subject to such adjust
ments. If necessary, amounts to be shown for certain assets or reserves
may be determined by the directors of the parent company in the same
manner as that employed for determination of the assets of that com
pany. For example, obsolescence reserves with respect to subsidiary com
pany plant may be included in the consolidated balance-sheet without
formal entry in the books.
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Examination:

Accounts of all important subsidiaries preferably should be examined
by a single accounting organization and if this is not practicable, steps
should be taken to ensure similarity of procedures and of presentation
of the accounts of the several companies. It may be desirable for the
accountant to indicate in his report the relative significance of the assets
and operations of companies which were not examined by him. This may
be done either by a general statement or by specific reference to amounts
of assets and earnings.
Companies:

Variations, between periods, in the companies to be included are un
desirable and involve complicated explanations of changes in the con
solidated statements. Efforts should, therefore, be made to avoid such
changes. It is also desirable that the practice with regard to the principle
of inclusion or exclusion should be capable of simple statement. For these
reasons, it may be preferable to omit or to include certain unimportant
subsidiaries which would otherwise be differently treated.
Consolidation

Consolidation may be divided into four major steps:
Summation of like accounts of the several companies.
Elimination of intercompany investments, balances and transactions.
Segregation of equity of minority shareholders.
Adjustments to uniform accounting bases and elimination of unreal
ized profits, etc.

There may also be the preliminary step of converting accounts from
foreign currencies into dollars. If there are subsidiaries of more than
one degree, consolidations may first be made for each sub-group, and
the statements of the various groups may then be combined into the
final statements.
Columnar schedules are usually used for accumulating the totals
of like accounts and the eliminations and adjustments are then re
flected by means of journal entries. Analyses of changes in or bal
ances of certain accounts are usually prepared on a consolidated basis
for assistance in considering the combined position and results.
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Since the theory behind consolidation is that the companies consti
tute one economic unit, it follows that all intercompany transactions
and balances should be eliminated so that the financial statements
may present the group’s position and transactions as related solely to
outside persons.
Elimination of intercompany indebtedness, purchases and sales
and income and expense may be readily made if the records are
properly kept. It is more satisfactory if the amounts of such transac
tions can be identified in the books of both companies. If the ac
counts of all companies are not closed at one date, there will neces
sarily be differences in reconciliation which will require special
consideration and separate treatment of any large amounts.
Elimination of the investments and relative capital-stock amounts
is more complicated. Balance-sheets of the subsidiary companies at
the approximate dates of the respective acquisitions of shares are re
quired. The assets and liabilities at the acquisition dates should be
adjusted on the basis of the purchase price in the same manner as
though the net assets rather than shares had been acquired. Reason
able determination by the directors or the proper officers of the com
pany is satisfactory for this purpose. Differences between cost and
adjusted net assets on the purchase basis may be reflected as good
will or capital surplus, depending upon which is greater.
That adjustments of book values at the date of acquisition are
necessary is clearly indicated if the subsidiary has only one kind of
assets, such as a leasehold, undeveloped land or marketable securi
ties. Assume, for example, that $100,000 is paid for the shares of
a company which has only marketable investments on its books and
these are stated at $75,000, and that the market price is $100,000.
There is no goodwill attaching to the company in such circum
stances, and, if the securities are reflected at cost, a gain of $25,000
for the consolidated group is immediately possible, although no
change in prices has occurred during the period of ownership. If the
only asset was a leasehold, the cost of the shares must apply to the
lease, and amortization should be reflected in the consolidated ac
counts on that basis.
No earnings of subsidiaries prior to acquisition should be reflected
in consolidated earned surplus. Similarly, reserves for contingencies

164

financial audits

and other reserves not definitely required should be eliminated (if
subsequent adjustments for unrecorded liabilities at the date of ac
quisition are necessary they may be charged to capital surplus). Thus
the entire difference between the cost of the shares and the adjusted
net assets should be reflected as goodwill (excess of cost) or capital
surplus (excess of net assets). It is customary to show a net figure
for the totals of goodwill and capital surplus arising in consolidation.
This, in effect, involves a separate write-off of goodwill against capi
tal surplus. It may be better to state the gross amounts, if the ac
countant is not satisfied with the amounts at which the net assets are
stated, inasmuch as the gross amounts of goodwill and capital sur
plus afford a measure of the extent to which the assets may be im
properly stated. Any misstatement may be important in its effect
on depreciation and amortization provisions, etc.
There is another point which frequently is overlooked. If book
amounts are adjusted and goodwill is set up with respect to the ac
quisition of a majority interest, should the adjustments and goodwill
be reflected on the basis of the total shares or of only the majority
shares? If adjustments are not reflected in total, they result in mon
grel figures and the minority interest may be shown at less than its
true proportion of the total; on the other hand the cost of the ma
jority shares may not be a fair basis for determination of the minor
ity interest. It has been the general practice to ignore the adjustments
with respect to minority interest, but the results of such treatment
should be considered. Intercompany profits are more frequently
eliminated in total.
Minority stockholders’ equity should include the stated amount for
the shares held outside the group and the proportionate amount of
capital and earned surplus applicable to such shares. Significant
amounts of applicable free reserves should also be so designated. It
is customary, when practicable, to state separately each issue of sub
sidiary preferred stock and to combine the common-stock and sur
plus equities. Instructions of the Securities and Exchange Commis
sion provide for separation of the minority interest in capital and in
surplus.
Adjustments to uniform accounting bases and eliminations of un
realized profits may involve various accounts. Perhaps the adjust
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ment most frequently required is the elimination of intercompany
profits on merchandise in subsidiary company inventories. It is not
always possible to make satisfactory computations of such profits
and, if the amounts and the changes in amounts are not significant,
mention of their inclusion may suffice. Property and plant and se
curity investments may also include elements of intercompany profit,
and adjustments of depreciation provisions may be required.
Some companies with large numbers of subsidiaries maintain sep
arate consolidation ledgers in which are recorded the intercompany
transactions and other eliminations and adjustments which are re
quired in the preparation of the consolidated statements. In any
event, similar information should be obtained and checked by the
accountant, and the adjustments reflected in the balance-sheet at the
beginning of the period should be reviewed for their effect upon the
current period’s accounts.
Some of the common types of consolidation entries include:

Accounts payable—intercompany ............................... $150,000
Cash ..............................................................................
1,750
Inventories.....................................................................
5,000
Deferred charges
......................................................
300
To Accounts receivable—intercompany...........
$157,050
To record: cheque issued by B. Co. 6/29/36
not received by A. Co. until 7/3/36; goods
billed by A. Co. 7/1/36, but shipped 6/30
and not recorded by B. Co. until after 6/30;
to transfer to deferred charges sundry small
intercompany charges not entered; and to
eliminate intercompany balances.

Capital stock of subsidiaries—950 shares ................. $ 95,000
Earned surplus—6/30/35 (surplus at
acquisition 3/30/34 and additional depreciation to
6/30/35) ...................................................................
47,500
Plant and equipment....................................................
50,000
Goodwill .......................................................................
12,500
To Reserve for depreciation .............................
$ 5,000
Investments—intercompany .......................
200,000
To eliminate investment in B. Co.
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Sales—intercompany .................................................... $500,000
To Purchases (cost of sales) .............................

500,000

To eliminate sales of A. Co. to B. Co.

Capital stock of subsidiaries—50 shares ................... $ 5,000
Earned surplus—6/30/35 (surplus applicable
thereto at 6/30/35) ..................................................
3,000
Provision for minority interest in profit—
year to 6/30/36 .......................................................
1,200
To Dividends paid ............................................
Minority interests ........................................

1,000
8,200

To segregate minority interest at 6/30/36

Dividends received—intercompany ........................... $ 19,000
To Dividends paid ..................................
$ 19,000
To eliminate intercompany dividends

Depreciation provision (cost of sales) ..................... $ 4,000
To Reserve for depreciation .............................

4,000

To provide additional depreciation applicable
to increased amount of plant and equipment.

Surplus
To
Cost of
To

6/30/35 ......................................................... $ 10,000
Cost of sales (inventory 6/30/35) ...........
sales .................................................................
12,000
Inventory 6/30/36 ......................................

10,000

12,000

To eliminate intercompany profit in inventory
of B. Co. on purchases from A. Co.

In this hypothetical case, the earnings of B. Co. as shown by the
books and as adjusted for inclusion in the consolidated statement
may be compared as follows:

CONSOLIDATED STATEMENTS

Profit per books ...........................................................
Deduct—Minority interest ....................................

Deduct:
Additional depreciation ......................................
Intercompany profit..............................................
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$24,000
1,200 $22,800

$ 4,000
2,000

Adjusted profit applicable to
shares owned by A. Co..............................
Dividends paid.............................................................
Less—Minority interest ..........................................

Dividends received by A. Co.........................

6,000

$16,800

$20,000
1,000
$19,000

It will be noted that whether or not the dividends received by A.
Company can be considered to have been paid out of the current
year’s earnings depends entirely upon the treatment of the excess of
the cost of the investment over the net book assets at the date of ac
quisition. On the other hand, the difference at acquisition between
cost and underlying net tangible assets is either $12,500 or $62,500,
depending upon the treatment of the excess. If B. Co. were wholly
owned it probably would have been better to adjust its accounts in
accordance with the determination of the basis of the purchase.
Consolidated statements are obviously not satisfactory for submit
tal to outside holders of securities of subsidiary companies. In pre
paring separate financial statements of subsidiary companies it is nec
essary to consider whether the books properly reflect the financial
position, inasmuch as transactions may be upon a somewhat arbi
trary basis and certain assets or liabilities which would normally be
entered on the books of the subsidiary company may be entered on
the books of the parent company. If there are large intercompany
accounts, it is desirable to include in the balance-sheet the name of
the controlling company, or it may be advantageous to state the
name of the owner of the majority of the outstanding shares, since
it may have an important bearing on the financial position of the
subsidiary company.
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Conversion of foreign currency amounts into dollars frequently
presents difficulties in consolidation. Because the individual circum
stances may be so varied, definite treatment can not be prescribed,
but some of the more usual practices may be outlined. The relative
importance of the foreign currency amounts will, of course, dictate
the extent of the refinement of the computations necessary to a fair
presentation of the combined position.
Current assets, current liabilities and prepaid expenses are custom
arily converted at the current rate of exchange at the balance-sheet
date. Cable rates for unrestricted transactions are ordinarily used. In
accordance with an act of congress, the Treasury Department pub
lishes daily exchange rates and these are frequently adopted for this
purpose. If there are official (nominal) rates it is desirable to ascer
tain the basis of actual (bootleg) transactions as being more indica
tive. If there are other restrictions on exchange transactions as in the
case of “blocked” German marks, the discounts applicable to such
currencies should be taken into account. Theoretically the discount
need be applied only to the net excess of assets over liabilities, since
only that amount is available for transfer out of the country. Actu
ally the assets representing such excess can not be determined and it
is customary to apply the lower rate to total assets and liabilities
even though understatement may result.
There are exceptions to the applicability of the closing rate of ex
change to current assets and current liabilities in the case of the
amounts payable in dollars or arising from transactions in dollars. If
substantial amounts of inventories were purchased in dollars and
converted into local currencies, unrealized profits or losses may result
from converting the accounts back into dollars. From the standpoint
of the consolidated group, the cost of the merchandise should be
stated on the basis of the original dollar cost to the exporting com
pany; and market prices should be taken as the currency amount in
the country of final sale (to customers) converted into dollars at the
closing rate. It is accordingly desirable for the foreign companies to
maintain inventory and cost records in both dollars and local cur
rency if substantial amounts of dollar merchandise are involved.

CONSOLIDATED STATEMENTS

169

Foreign fixed assets are ordinarily stated in dollars on the basis of
the rates effective at the time of acquisition. Annual additions may
be converted at actual daily rates for individual amounts, at monthend rates or at average rates computed in various ways. Deductions,
unless important in amount and identifiable as to rate at which orig
inally converted, are usually computed at the composite rate reflected
in the balance at the beginning of the period. Provisions for depre
ciation are converted so that the ratio of provision to assets is the
same in dollars as in the local currency. Charges to depreciation re
serve may be computed on the basis of the rates reflected in the open
ing balances.
It is usually practicable to maintain records of the original dollar
amounts at actual rates with respect to additions to long-term invest
ments and advances, funded debt (and discount) and capital-stock
accounts. Deductions from these amounts may be reflected at their
original amounts. Reserve accounts may present greater difficulties
since there may be numerous provisions and deductions at different
rates; and, if current rates are used in all cases, it is quite possible
that a currency credit balance may be reflected as a dollar debit bal
ance. The application of the opening balance rate to deductions, or
the conversion of balances at the closing rate may be preferable.
With assets, liabilities, reserves and capital converted at varying
rates, the indicated dollar balance of surplus will not represent the
currency amount converted at any recognizable rate. Accordingly,
the dollar surplus balance is frequently determined by converting
the transactions in the account to obtain a computed balance and to
treat the difference between this balance and the indicated balance
as a reserve for unrealized gains or losses on exchange fluctuations.
Methods of converting the transactions entering into the surplus
account balance are varied, but the common aim is to determine
proper figures to be combined with the accounts kept in dollars.
Profit-and-loss accounts in general are converted at average rates
for the period. If sales, costs and expenses are fairly uniform
throughout the period, an average of month-end rates may be satis
factory. If amounts fluctuate widely from month to month, it may
be necessary to convert monthly amounts at averages of daily rates.
Certain accounts may require special treatment to conform with the
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method employed in converting the balance-sheet amounts. For ex
ample, part of the cost of sales may be represented by definite dollar
amounts, depreciation provisions should be in proportion to dollar
assets, amortization of bond discount should be based on the original
dollar amount, reserve provisions may take more specific rates, inter
company services may have been payable in dollars, etc. The result
ing indicated rate for net profit may bear no relation to the current
rates.
Dividends paid are ordinarily converted at the rates effective on
the dates of payment so that the dollar amounts realized on inter
company dividends may be directly eliminated without adjustment.
This rate may not correspond to the rate at which the earnings rep
resented by the dividends were reflected, and it may be necessary to
make some transfer between surplus and reserve for exchange rep
resenting a gain or a loss realized through the dividend payments
at a different rate. This transfer may be based on the difference be
tween the rate for the dividends and the rate for earnings of the cur
rent or prior periods.
It should be borne in mind that while a surplus balance computed
by adding net profits and deducting dividends, as mentioned above,
may best represent the results of operations, the amounts which
could be currently realized in dividends by the domestic companies
are limited to the foreign surplus balances converted at current rates.
When transfers out of foreign countries are prohibited or seriously
restricted it is undesirable to include in consolidated earned surplus
any amounts for surplus of companies in such countries.
As previously mentioned, the reserve for exchange fluctuations is
only a balancing figure. Any changes in the amount of the reserve
represent unrealized net gains or losses during the period, but the
changes can not be analyzed in detail.
In general, similar principles of conversion are applicable to the
accounts of foreign branches of domestic companies as well as to
foreign subsidiaries.

CHAPTER XIX

FINANCIAL STATEMENTS AND ACCOUNTANT’S
REPORT

Upon completion of the mechanics of the examination and after
obtaining additional explanations, the working papers should repre
sent a complete summary of the important features of the financial
position and the results of the company. Proposed adjustments and
the manner of presentation of the facts should be decided in discus
sions with the principal officers of the company. Final decisions as to
the statements rest with the company, and the accountant’s position
is that of an advisor with veto power as to whether he will or will
not sign a report (satisfactory to the company) upon the statements
determined by the officers.
In discussing the financial statements with the officers and direc
tors, the accountant need not hesitate to make suggestions regarding
resolutions to be acted upon by the directors, provided the account
ant does not become involved in legal questions. References have
previously been made to several matters upon which action by the
directors is considered by the accountant to be desirable. Some of
these matters may be reviewed, in the first instance, by the financial
or accounting officers to whom such duties have been delegated; fur
ther specific approvals by the directors may, however, be expedient
with regard to any unusual and important transactions. Directors are
usually directly responsible for determination of the consideration to
be received for the issuance of securities; for the payment of divi
dends (directors may incur personal liability for illegal dividends);
for reports to stockholders; and for transactions with themselves as
individual persons or with affiliated companies in which they are in
terested. Directors’ liabilities under the securities act of 1933 are par
ticularly severe. Officers are also responsible for information fur
nished by them upon which the accountant is entitled to rely.
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Under such conditions it is prudent for the directors to familiarize
themselves with the financial position of the company and with the
accounting practices adopted in recording transactions and in pre
paring the financial statements. Incidental advantages of specific
resolutions by the directors may include greater uniformity of
accounting practices and more adequate disclosure to stockholders
if the minute books are opened to them for inspection.
The nature, form and content of the financial statements depend
largely upon the use to which they are to be put, but the accountant
should bear in mind that the statements may later be used for very
different purposes than he originally expected.
Consent to the use of the accountant’s report is required with state
ments filed with the Securities and Exchange Commission under the
1933 act and the accountant is apprised of additional liabilities as
sumed with regard to the statements. Procedures outlined in previous
chapters are considered adequate for the purposes of statements to be
so filed, but the accountant may wish to take extra precautions with
regard to their execution. “In certifying the financial statements . . .
accountants may give due weight to an internal system of audit reg
ularly maintained by means of auditors employed on the registrant’s
own staff. In such case the independent accountants shall review the
accounting procedure followed by the registrant and its subsidiaries
and by appropriate measures shall satisfy themselves that such ac
counting procedures are in fact being followed. Nothing in these in
structions shall be construed to imply authority for the omission of
any procedure which independent public accountants would ordi
narily employ in the course of a regular annual audit.” (Instructions
—Form 10-K, Securities and Exchange Commission.)
Financial Statements

Forms of balance-sheets and statements of profit and loss which
are considered adequate for the average industrial company are in
cluded in the Institute bulletin. Presentation of individual accounts
in the statements has been discussed in relation to the examination.
Modifications, of course, are required to meet specific conditions.
“The accountant should consider and be sympathetic with the
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growing demand that statements should be more informative and
more easily understood by the reader and may well urge his client
to meet this demand. For example, balance-sheets and profit-and-loss
statements might be presented in comparative form; or there might
be given supporting and supplemental statements showing changes
in investments, property, plant and equipment and reserves or more
condensed summaries of changes in financial position.” (Institute
bulletin.)
Comparative figures are particularly helpful to the reader, and it is
noteworthy that newspaper reports nearly always furnish such in
formation. There are, of course, certain cases in which comparative
figures may not be useful or may be misleading, but such cases are
rare. Even if only current period figures are given, changes in form
and captions should be kept at a minimum in order to facilitate com
parison with reports for prior years; minor changes in wording from
year to year may be confusing. Statements of resources provided and
applied may take the place of comparative balance-sheets and fur
nish more analysis of the changes in financial position. Schedules of
changes in investments, properties and reserves meet the require
ments for additional information with regard to some of the more
significant accounts.
In prospectuses, it has been customary, and under the securities act
of 1933 it is obligatory, to submit statements of profit and loss cover
ing the current and two or more prior years (or the full period from
organization, if less than three years). Both officers and accountants
are usually loath to revise statements previously submitted, but in
this case it is necessary that any significant amounts, whether orig
inally carried to profit and loss, reserves or surplus, which apply to
other years be properly reflected in those years. Such adjustments in
subsequent statements covering longer periods should not prove em
barrassing if the nature of the amounts was adequately indicated in
the original statements; greater understanding by the public of the
significance of annual reports is, however, desirable.
This distinction between annual profit-and-loss accounts and sub
sequent reports for longer periods was clearly brought out by Sir
Arthur Lowes Dickinson in his book Accounting Practice and Pro
cedure, originally published in 1913, as follows:
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“It should first be noted that just as the values of assets and liabilities
set forth in a balance sheet are estimates of value only, so too the balance
of undistributed profits and losses is an estimate revised up to date. It
therefore is a cumulative account and must include all items of profit
and loss which have not been brought into account previously, whether
such items accrued in the period under immediate review or in a pre
vious period. In this connection a distinction must be drawn between a
statement of profits and losses made up annually or at some regular in
terval for the purpose of showing as nearly as possible the results for
each consecutive period shortly after the close of that period; and a com
parative statement of profits for a series of such periods, made up for
the purpose of determining as accurately as possible the earning capacity
of the business. In the latter case the review is made at a longer interval
after the occurrence of the transactions and a more accurate statement
is thus possible. Moreover, as the object of such a comparative state
ment is to reflect as nearly as possible the true conditions of the busi
ness, many adjustments and reserves made in annual accounts for the
purpose of safety will not be required and in fact will often be incor
rect when a measure of earning capacity is required. On the other
hand, overlapping items belonging to previous periods, which in pre
paring statements of earning capacity would be relegated to the periods
to which they belong, should not be excluded from an annual statement
of profits and losses, for the reason that the latter is merely a revision
up to date of all profits and losses incurred as far as the same are
ascertainable. In other words, a statement of earning capacity neces
sarily and properly involves more facts and less estimates than a recur
rent annual statement of profits and losses.”

Statements of profit and loss are frequently made more informa
tive by showing the ratio of each amount to net sales. In other cases,
figures for income and expense per unit of production or sale are
particularly helpful. Balance-sheets occasionally may be improved by
the inclusion of figures showing the proportion which each asset and
liability account bears to total assets or to net worth. Amounts of
earnings per share are frequently included in the company’s report
and net book assets per share are widely used by investment trusts
and may be significant for other companies. In stating amounts per
share it is desirable to indicate the basis of computation, whether on
shares outstanding at the end of the period, on average number of
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outstanding shares, etc.; and the treatment of preferences of senior
securities should likewise be noted.
In the preparation of supporting schedules, including those re
quired under the federal securities acts, attention should be directed
to setting forth the information as clearly as possible and to eliminat
ing intermediate entries and transfers which may appear in the
books. An exact transcript of the respective ledger accounts may be
confusing. Reserve accounts, for example, may have no entries dur
ing the period except one adjustment to bring the balance to the
proper amount; the amounts of such adjustments are obviously less
significant if the total of the amounts properly chargeable to the re
serve is not shown. Changes in reserves for contingencies, etc. may
be as significant as changes in capital and earned surplus accounts,
and significant amounts require disclosure.
Reiteration that consolidated statements alone are not always suf
ficient can do no harm. Both the New York Stock Exchange and the
Securities and Exchange Commission require that parent company
balance-sheets be submitted; and separate statements of important
controlled companies not consolidated are required by the Securities
and Exchange Commission.
The use of foot-notes to explain or qualify the statements which
followed the enactment of the securities acts was in some instances
carried to extremes. Explanatory notes can be helpful in setting forth
accounting practices and unusual transactions, but judgment should
be exercised in determining whether the facts are sufficiently
significant to require statement. A few definite notes are more in
formative than a great number of ambiguous statements in unread
ably fine print. While the accountant’s liabilities under the securities
act of 1933 are particularly severe and may result in more stringent
judicial interpretations of liabilities under the common law, it still
seems that much of the accountant’s helpfulness to the investor lies
in proper emphasis of the most important features of the company’s
financial position and results.
Occasionally, explanations required in connection with the finan
cial statements may more readily be set forth in the directors’ report
with which the statements are published, but the accountant should
not rely upon such expositions to complete otherwise inadequate
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statements. If company letters state or imply that accompanying
financial statements have been examined by the accountant, the ac
countant should insist that the statements and his report be pub
lished in full. The accountant is also entitled to review the reports
or letters to be published by the company with the accountant’s re
port, in order to ascertain that unintended interpretations are not
given to the financial statements. If qualifications and explanations
in the accountant’s report materially alter the picture presented by
the financial statements, it may be preferable to embody all state
ments in the text of the report or to note on the statements that they
are to be read only in conjunction with the report.
It may be mentioned that it is desirable, from the viewpoint of
both the accountant and his client, that the accountant should re
view the text of registration statements filed with the Securities and
Exchange Commission for possible inconsistencies with the financial
statements and for checking of amounts which have come to the
attention of the accountant during his examination. Consistency is
also a virtue as between financial statements in annual reports to
stockholders and in annual reports to the Securities and Exchange
Commission. The accountant may well consider whether any addi
tional information required to be filed under the regulatory acts
should also be included in relation to the published statements.
Pro-forma financial statements giving effect to specific uncom
pleted transactions may properly be the subject of report by the ac
countant, but caution on his part is necessary. An accountant is not
a prophet; and any uncompleted transactions reflected in such state
ments should be covered by definite agreements and should be
clearly set forth in the statements. Particular attention should be
given to the indicated application of new funds. If profit-and-loss
statements are also to be submitted with the pro-forma balance-sheet,
any necessary adjustments in depreciation provisions, bond interest
and discount expenses should be reflected. Moreover, consideration
should be given to the possibility that transactions other than those
specifically included may materially affect the financial position. It is
particularly undesirable to submit pro-forma statements of profit and
loss reflecting elimination of duplicate expenses estimated to be ob
tainable from the combination of existing companies. Mergers and
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large-scale operations too frequently do not result in the operating
economies which had been hoped for and anticipated.
Accounting practices are, of course, set forth in financial state
ments with the results of the company’s financial practices, but there
is no general rule regarding the disclosure of unusual financial
policies if the related amounts in the balance-sheet accounts are not
significantly large. Information on such financial practices may not
be brought out by the general requirement of segregating non-trade
receivables and payables, balances due from officers and stockholders,
investments in and advances to affiliated companies, etc.; and it may
be particularly impracticable to separate unusual transactions re
flected in a condensed statement of profit and loss. It would appear
to be desirable, however, for the accountant to use his influence to
assure disclosure of unusual financial practices which are significant.
Accountant’s Report

As in the case of the financial statements to be submitted, the ac
countant’s report must be adapted to the particular purpose for
which it is prepared and should be addressed to an officer, the di
rectors or the stockholders of the client, depending upon the source
of his appointment. In some cases a relatively long report will be
desired by the client for assistance in management. For reports
to stockholders only a brief report is usually desired. The accountant
may decide also to submit a longer or supplementary report in
order to bring to the attention of all of the directors and officers
his views on desirable changes in accounting practices. More com
plete reports are also necessary in many cases in order adequately to
set forth the accountant’s conclusions with regard to the accounts,
particularly if he has important qualifications because suggested
adjustments have not been reflected in the accounts or for other
reasons. Suggestions with regard to improvements in accounting
records and in the system of internal check are best submitted
separately, unless they are of such importance as materially to affect
the reliance which can be placed upon the financial statements.
Either in the report or in a letter, the client should be specifically
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advised as to the scope of the accountant’s examination and as to
the possibilities that irregularities may remain undetected.
Rules for report writing can not be laid down, but the report
should be adapted to its purpose, should be as exact as possible,
should be understandable and should merit the attention of the
executives to whom it is addressed. Some of the matters most fre
quently covered by a good detailed report include:
Scope of the examination, including a record of the companies whose
accounts were examined.
Summary of major changes in properties, investments or corporate
structure.
Results of operations for the period, comparison with previous
periods and explanations of important changes.
Changes in financial position, perhaps in the form of a summary
statement of resources provided and applied.
Analyses of and comments on important balance-sheet accounts.

A brief history of the company is frequently desirable in cases of
first examinations or examinations made for outside persons such
as prospective purchasers and underwriters. Summarization of in
formation and statistics already available in internal reports may
sometimes be worth-while in reports to the management, and at
other times it may be useless duplication. The client’s needs and a
clear exposition of the accountant’s opinions are the controlling
factors.
For published statements a shorter report (loosely referred to as a
“certificate”) is usually prepared. Regulations of the Securities and
Exchange Commission require that, in general, an accountant’s cer
tificate shall accompany financial statements and further specify that:
“This certificate shall be dated, shall be reasonably comprehensive as
to the scope of the audit made, and shall state clearly the opinion of
the accountant or accountants in respect of the financial statements
of, and the accounting principles and procedures followed by the
registrant and its subsidiaries”.
Much importance may attach to the date of the accountant’s report
—his examination has obviously been completed and his judgments
formed prior to that date. The date on the auditor’s report, how
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ever, should be the date of his signature rather than the date of the
completion of the examination. Unless this date be within a reason
able time after the close of the examination and also within a few
months of the date of the financial statements included in the report,
a subsequent review of the transactions during the intervening
period may be required. Extraordinary losses or changes during the
period may require disclosure. In the case of a re-issue of a report
without change, it is proper to use the same date, but in case the
form of the report is changed without any review of the subsequent
transactions, the date of the signature should be used “as of” the
earlier date, i.e., “December 3, 1936 as of September 6, 1936” where
December 3 is the date of the second signature and September 6
the date of the original auditor’s report.
Since there may be a presumption by a reader, even though un
justified, that the accountant was cognizant of any material occur
rences prior to his signing the report, and since additional light may
be thrown on the financial position at the balance sheet date, the
accountant may decide to make his review of records subsequent
to the balance-sheet date as late in the examination as practicable
—the review of later cashbook and voucher-record entries are an
example. Confirmation letters from the officers with regard to
receivables, inventories and liabilities are usually obtained just
prior to the signing of the report and the inclusion of such state
ments as that in the last paragraph of the examples previously given
is intended to cover unusual transactions after the balance-sheet date.
Minutes of meetings held during the period from the closing date
to the report date are usually examined if practicable.
Dates subsequent to the balance-sheet have greater importance in
reports filed with the Securities and Exchange Commission. The
securities exchange act of 1934 imposes liabilities upon the ac
countant if his report “was at the time and in the light of the cir
cumstances under which it was made false or misleading . .
and the securities act of 1933 requires that the accountant shall have
“had after reasonable investigation reasonable ground to believe and
did believe at the time such part of the registration statement be
came effective that the statements therein were true. . .
In view
of these requirements, the accountant will probably wish to make
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some review of the subsequent transactions down to the date of
signing or to the effective date. Examination of minutes, discussion
with officers and special confirmation letters may suffice, or a
scrutiny of the books may be required. On the other hand, it does
not appear that an accountant would be required to review subse
quent transactions in the event that amendments to statements
under the 1934 act are filed at a later date.
The scope of the examination may usually be set forth quite
briefly, but it should include direct or indirect reference to reliance
upon systems of internal check, information obtained from com
pany officers and employees, reports of other accountants and tests
of accounting records and supporting documents. Special reference
to specific types of examinations such as confirmations of securities
may be desirable. Any arbitrary restrictions imposed upon the ac
countant’s examination and failure to disclose minute books or
other important records require mention in the report. Reference
to the fact that titles and liens were not traced to public records or
that the accountant did not take the inventory is not required in the
report since they are not within the province of the accountant.
Similarly, qualifications as to the possible realizable value of prop
erties should not be necessary since the accountant is not an ap
praiser, and all statements are tacitly assumed and generally under
stood to be upon a going-concern basis, unless otherwise stated.
Before signing his report, the accountant should be satisfied that
his examination has been adequate and in conformity with the
principles outlined in the Institute bulletin. Requirements are much
more succinctly summarized in the bulletin than has been possible
in this longer discussion, and they more nearly represent a consensus
of accountants than do the opinions expressed here. Not all of the
procedures are applicable to any one company and the accountant’s
judgment must be the deciding factor in the determination of the
work to be done.
In the short form of report which has been generally adopted in
recent years, it is customary to set forth in a separate paragraph
any explanations and qualifications of the financial statements, and
to refer to these exceptions in the final expression of opinion regard
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ing the statements. Such explanations and qualifications should be
as specific as possible, stating what adjustments the accountant
considers necessary to a proper understanding of the facts or what
criticisms he has of the accounting policies of the company. Changes
in the application of accounting principles during the period as
compared with prior periods (on the basis of which the accounts
at the beginning of the current period were stated) should be specif
ically referred to if they substantially affect proper comparison with
prior periods. Reference to insignificant amounts and unimportant
violations of good practice are more confusing than helpful and
may imply greater differences than the facts warrant. It is not al
ways possible to state the amounts with respect to which the ac
countant takes exception—a provision for depreciation, for example,
may be obviously low although the proper amount may not be
capable of determination by the accountant. General disclaimers can
not be relied upon by the accountant to relieve him of responsibil
ity for misleading statements. It would appear that it should be
unnecessary to make specific reference to the fact that notes on the
financial statements constitute a part of the statements, but this is
frequently done. On the other hand, the accountant’s opinion should
not be stated as subject to the notes if many of the notes are only
explanatory of satisfactory procedures. Every effort should be made
to render the report truly informative as to the accountant’s opinion
—and perhaps readers will become aware of the importance of the
accountant’s report.
There is an indefinite point at which qualifications cease to be
sufficient to counteract the impression conveyed by the financial
statements. If the accountant’s examination is too restricted, it is not
proper to pass upon the statements as a whole but only to report
upon the actual work done. Or if the accounting practices followed
by a company are so poor as to render the statements so subject to
error as to be useless it is obvious that the accountant should not
attempt to report upon them without a full discussion of all of the
accounts affected.
Following correspondence with officers of the New York Stock
Exchange, a suggested form of accountant’s report was submitted
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by the special committee on cooperation with stock exchanges of the
American Institute of Accountants. In commenting on the form of
the report, the committee said, in part:
“We shall be very glad to join in any cooperative effort to develop
a form of accountants’ reports which will be more valuable to investors.
We agree that such reports should be so framed as to constitute an
swers to the three questions contained in President Whitney’s letter of
January 31, 1933, mentioned by you, viz.:
‘Whether in their (i.e., the auditors’) opinion the form of the
balance-sheet and of the income, or profit-and-loss, account is such
as fairly to present the financial position and the results of operation.
‘Whether the accounts are in their opinion fairly determined on
the basis of consistent application of the system of accounting regu
larly employed by the company.
‘Whether such system in their opinion conforms to accepted ac
counting practices. . . .’
“We think it desirable, also, as suggested in our report of September
22, 1932, to emphasize the fact that accounts, and consequently any
statements or reports based thereon, are necessarily in large measure
expressions of opinion. To this end, we think it desirable that the docu
ment signed by the accountants should be in the form of a report, as in
England, rather than a certificate, and that the words ‘in our (my)
opinion’ should always be embodied therein. It is impracticable to in
dicate in a standard form of report exactly the procedure followed, since
it will vary in different cases, and it will be desirable to use language
which may understate what has been done rather than to incur the
risk of the extent of the examination being exaggerated by the reader.
“With these considerations in mind, we have drafted as a basis for
discussion a form of report, a copy of which ... is attached hereto. . . .
It would be our view that before issuing such a report as we have
drafted the accountant should have at least made an examination of
the character outlined in the bulletin, Verification of Financial State
ments. . . .”
The bulletin referred to just above has been revised and brought
up to date by a committee of the American Institute of Accountants
and is reprinted here as an Appendix. The following form of report
proposed by the Institute committee has been generally adopted by
accountants:
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“To the XYZ Company:
“We have made an examination of the balance-sheet of the XYZ Com
pany as at December 31, 1935, and of the statement of income and
surplus for the year 1935. In connection therewith, we examined or
tested accounting records of the company and other supporting evidence
and obtained information and explanations from officers and employees
of the company; we also made a general review of the accounting
methods and of the operating and income accounts for the year, but we
did not make a detailed audit of the transactions.
“In our opinion, based upon such examination, the accompanying
balance-sheet and related statement of income and surplus fairly present,
in accordance with accepted principles of accounting consistently main
tained by the XYZ Company during the year under review, its position
at December 31, 1935, and the results of its operations for the year.”

APPENDIX
Examination of Financial Statements by
Independent Public Accountants

SECTION I
GENERAL

This pamphlet deals with the accountant’s examination of the
balance sheet of a business enterprise at a specified date and of the
profit and loss and surplus accounts for the period under review,
and also with his review of the accounting procedure for the pur
pose of ascertaining the accounting principles followed and the
adequacy of the system of internal check and control.
Nature of Financial Statements

Financial statements are prepared for the purpose of presenting
a periodical review or report on progress by the management and
deal with the status of the investment in the business and the
results achieved during the period under review. They reflect a
combination of recorded facts, accounting conventions and personal
judgments; and the judgments and conventions applied affect them
materially. The soundness of the judgments necessarily depends on
the competence and integrity of those who make them and on their
adherence to generally accepted accounting principles and conven
tions. It is for this reason, even more than for a check of the clerical
accuracy, that an independent review of the statements is desirable.
In an earlier age, when capital assets were inconsiderable and
business units generally smaller and less complex than they are to
day, it was possible for a merchant to value his assets annually with
comparative ease and accuracy and in this way to measure the
progress made from year to year. With the growing mechanization
of industry, and with corporate organizations becoming constantly
larger and more complex, this has become increasingly imprac
ticable. From an accounting viewpoint, the distinguishing character187

188

FINANCIAL AUDITS

istic of business today is the extent to which expenditures are made
in one period with the definite purpose or expectation that they
shall be the means of producing profits in the future. How such
expenditures shall be treated in accounts is the central problem of
financial accounting. How much of a particular expenditure of the
current or a past year shall be carried forward as an asset can not
possibly be determined by a process of valuation. The task of ap
praisal would be too vast, and the variations in appraisal from year
to year, due to changes in price levels or changes in the mental
attitude of the appraisers, in many cases would be so great as to
reduce to relative insignificance all other elements in the computa
tions of the results of operations. Consideration of the accounts of a
business enterprise must start from the premise that an annual
valuation of all the assets is neither practicable nor desirable for a
going concern using its property only for production purposes.
Some method, however, has to be found by which the proportion
of a particular expenditure to be charged against the operations of
a given year and the proportion to be carried forward may be de
termined; otherwise it would be impossible to present an annual
income account. Out of this necessity has grown up a body of
conventions, based on a combination of theoretical and practical
considerations, which form the basis for the determination of in
come and the preparation of balance sheets.
One of the important accounting conventions is that the balance
sheet of a going concern shall be prepared on the assumption that
the concern will continue in business. Plant assets, permanent in
vestments and intangibles are usually stated at cost or on some
other historical basis without regard to present realizable or re
placement value. Assets such as inventories and accounts receivable
are commonly stated at their going-concern value, which is usually
greater than the realizable value in forced liquidation. Certain as
sets only, notably cash and readily marketable securities, are cus
tomarily stated at values which do not depend upon continuance
of the business. In sharp contrast are the nominal assets, such as
unamortized discount, the value of which might entirely disappear
if the concern were to go out of business.

APPENDIX

189

Accounting Principles

While there is general agreement on certain broad principles,
there remains room for differences in the application of those prin
ciples which may affect the results reached in an important degree.
It is a generally accepted principle, for example, that the investment
in an industrial plant should be charged against operations over
the useful life of the plant; but there are several generally accepted
methods of achieving this result. Among the methods used are the
straight-line method, the sinking-fund method, the combined main
tenance-and-depreciation method and the diminishing-balance
method. The charges against a particular year may vary materially,
depending on which method is employed.
Again, the most commonly accepted formula for stating inven
tories is at cost or market, whichever is lower; but different results
may be obtained, according to the manner in which it is applied.
For instance, cost of goods on hand may be determined on the
theory that the first goods in are the first goods to go out, or that
the last goods in are the first goods to go out. Cost might vary
markedly under these alternative methods.
Consistency

in

Application

of

Accounting Principles

Within certain limits it is less important what precise rules and
methods are adopted by a corporation in reporting its earnings than
that accepted principles shall be followed and followed consistently.
Reverting to the illustrations already used, a stockholder or credi
tor would not need to be greatly concerned whether the straight-line
or the sinking-fund method of providing for depreciation was being
employed by a corporation, provided he knew that an accepted
method was being used and that it was being applied in the same
way from year to year. But if depreciation is charged in one year
on the straight-line method applied to cost and in another is charged
on a sinking-fund method applied to a valuation less than cost, the
financial statements may be misleading unless the change is clearly
indicated.
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Again it may not be a matter of great importance whether cost
of goods on hand is determined on the theory that the first goods
in are the first goods to go out, or that the last goods in are the
first goods to go out. But it is important that the reader of the
statements be advised of the inconsistency if one method is applied
at the beginning of the year and the other method at the close of
the year and the change makes any material difference in the
results reported.
Importance of Income Account

Financial statements as a general rule are prepared for three
main purposes: for reports to management, for reports to stock
holders and for credit purposes. Statements prepared for manage
ment purposes will usually contain considerable information of a
statistical or detailed nature. Statements prepared primarily for the
purpose of reporting to stockholders and other investors should not
differ greatly from those prepared for bank and commercial credit
purposes, though they may differ considerably from statements pre
pared for a prospectus which is essentially a selling document fur
nished for the information of prospective purchasers. As a rule a
creditor is more particularly interested in the liquidity of a business
enterprise and the nature and adequacy of its working capital;
hence the details of the current assets and current liabilities are to
him of relatively more importance than details of the long-term
assets and liabilities. He also has a real interest in the earnings, be
cause the ability to repay a loan may be dependent upon the profits
of the enterprise. From an investor’s point of view, it is generally
recognized today that earning capacity is of vital importance and
that the income account is at least as important as the balance sheet.
The development of accounting conventions has been influenced
largely by a recognition of the importance of the income account.
As a rule, the first objective has been to secure a proper charge or
credit to the income account for the year, and in general the pre
sumption has been that once this is achieved the residual amount
of the expenditure or the receipt can properly find its place in the
balance sheet at the close of the period. Thus the changes in the
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balance sheet from year to year are in many respects more significant
than the balance sheets themselves.
It is also recognized that earnings of an enterprise for a single
year, and still more so for shorter periods, are of limited significance,
because they may be disproportionately affected by transitory in
fluences. Fair conclusions as to earning power can not be drawn
without comparison of the profits over a period of years and consid
eration of a number of other factors which can not be set forth in
financial statements. Among these factors are the ability of the
management and the effect of changes in technical processes, shift
ing markets, tariffs and taxation, on the plant, product and sales of
the business. Any one of these human or physical or economic
factors may throw the concern into difficulties or materially alter its
financial condition and earning capacity.
Basis of Stating the Accounts

It is an important part of the accountant’s duty, in making his
examination of financial statements, to satisfy himself that account
ing practices are being followed which have substantial recognition
by the accounting profession. This does not necessarily mean that
all companies will observe similar or equally conservative practices.
Accounts must necessarily be largely expressions of judgment, and
the primary responsibility for forming these judgments and prepar
ing the financial statements in which they are reflected must rest on
the management of the corporation. But unless the difference is of
minor importance the accountant must assume the duty of express
ing his dissent through a qualification in his report or otherwise, if
the conclusions reached by the management are, in his opinion,
manifestly unsound, though he is not entitled to substitute his judg
ment for that of the management when the management’s judgment
has reasonable support and is made in good faith.
In view of the increased recognition of the importance of account
ing principles and of consistency in their application, management
is giving increasing attention to such matters and to the determina
tion, where alternative methods are permissible, of the method to
be adopted; and boards of directors are coming to regard this as
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one of their important responsibilities. The best practice in present
ing financial statements is to indicate therein the bases on which
the more important items are set forth. For example, it is desirable
to disclose on what basis the inventory has been determined; the
basis of stating the amounts shown for property, plant and equip
ment, investments, etc.; whether income on instalment sales is taken
into account when the sale is made or as collected; and other mat
ters which are of major importance in the business under review.
Further, if there has been any change as compared with the preced
ing period, either in accounting principles or in the manner of
their application, which has had a material effect on the statements,
the nature of the change should be indicated.
Consolidated Statements

It has been rather generally accepted that the position and earn
ings of a parent company and its subsidiaries as a whole usually
can best be presented by means of consolidated statements showing
the combined position and operations of the group. There are cer
tain general considerations affecting the preparation of such state
ments which are worthy of note.
Control of the subsidiary companies is an important prerequisite
to the presentation of consolidated statements. The parent company
should be in possession, directly or indirectly, of the power to
direct, or to cause the direction of, the management and policies of
the subsidiaries consolidated. Thus a company of which less than
50% of the voting stock is owned should ordinarily not be included
in the consolidation. The general rule is that, when power to control
is present, that principle of inclusion or exclusion should be fol
lowed which will most clearly exhibit the financial condition and
results of operation of the parent company and its subsidiaries. This
may necessitate the exclusion of certain subsidiaries. In the case of
foreign subsidiaries, for example, the accounts are frequently kept
in foreign currencies; there are often legal restrictions on the trans
fer of funds; double taxation may have an influence on the receipt
of earnings by payment of dividends to the parent company; and
geographical and legal considerations may affect the extent of the

APPENDIX

193

control exercised. Circumstances such as these may lead to a deter
mination that it is preferable to exclude the foreign subsidiaries from
the consolidated statements. However, except when the amounts
are immaterial, no consolidated statements should be considered
complete unless a notation of the parent company’s equity in the
aggregate earnings or losses of the unconsolidated subsidiaries ap
pears thereon.
The limitations of consolidated financial statements should be
recognized. The status of bondholders and other creditors and the
respective assets against which their claims rank may not be shown,
and thus consolidated statements may be inadequate unless accom
panied by additional statements. The necessity of giving further
statements for the parent company alone, and possibly for certain
subsidiaries, should be considered, particularly the balance sheet.
Where substantially all the securities of a subsidiary are owned by
the parent company and the subsidiary is, in effect, an operating
division of the integrated business, the individual profit-and-loss and
surplus accounts of the parent company would ordinarily not be
necessary, as the control over the subsidiaries would be of such a
nature as to make earnings and surplus immediately available to
the parent company.
Consolidated statements are intended to show the position and
earnings on the basis of considering the entire consolidated group
as a single unit. Hence inter-company sales and inter-company
profits not realized by means of sales outside the group are elim
inated, although practical consideration may at times necessitate
minor exceptions to this rule. The equity of minority stockholders,
i.e., those outside the group, in the earnings, capital stock and sur
plus of subsidiary companies should be indicated.
Procedures

In the succeeding sections of this pamphlet are presented certain
general principles which should be considered in determining the
nature and extent of an examination of financial statements by in
dependent public accountants. While it is impracticable to set forth
in any single program procedures which will fit the widely varying
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situations which will be encountered, the value of a detailed program
as a guide is so generally recognized that one is given in Section IL
The particular program chosen is intended for a small or moderate
sized manufacturing or merchandising concern. In Section III an
indication is given of the nature of the modifications which will
ordinarily be made in the case of a large-sized company with a
more extensive organization and, consequently, a greater degree of
internal check and control, and also in the case of small companies
with inadequate internal control. Suggested forms of financial state
ments and of the report in which the accountant expresses his opin
ion of the financial statements (also referred to as his “certificate”),
are given in Section IV.

SECTION II
OUTLINE OF EXAMINATION OF FINANCIAL STATE
MENTS OF A SMALL OR MODERATE-SIZED
COMPANY

In determining the nature and extent of his examination the
accountant will necessarily take into consideration, among other
things, (a) the purpose of the examination, (b) the amount of de
tail included in the statements to be covered by his report, (c) the
type of business the accounts of which are to be examined, and (d)
the system of internal check and control.
While the accountant is not in a position to control the use to
which his report may be put, his program will necessarily be affected
by the primary purpose of the examination and by any special in
structions extending its scope. For example, if the principal purpose
is to disclose possible irregularities, special investigation will be
made of those accounts which are likely to be affected by such ir
regularities.
The amount of detail included in statements to be covered by
the accountant’s report will naturally affect the extent of the exam
ination he will make to satisfy himself as to the substantial accuracy
of the details given. This will apply particularly to the details of
the profit and loss account; a statement which shows an analysis
of the cost of sales or of the selling, general and administrative
expenses will necessitate a closer review than would be required
were a more condensed statement to be furnished.
The factors which are of major importance from the viewpoint
of the independent public accountant vary widely in different classes
of business and he will, of course, adapt his program to fit the par
ticular circumstances. In a manufacturing or trading business, for
instance, inventories are of relatively great importance in both the
balance sheet and the statement of income; in an investment trust
195
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the confirmation of investment securities and the income therefrom
are of prime importance; while in a public utility, questions involv
ing the fixed assets, funded debt, plant additions, maintenance and
fixed charges require particular attention.
An important factor to be considered by an accountant in formu
lating his program is the nature and extent of the internal check
and control in the organization under examination. The more ex
tensive a company’s system of accounting and internal control the
less extensive will be the detailed checking necessary. For example,
a plant addition in a large-sized company may be limited to the
amount of a specific appropriation made by the administration; the
work may be undertaken by a construction department, the funds
be disbursed by the treasurer’s department and the whole be subject
to review in the controller’s department when the necessary entries
are made. In such a case the accountant is obviously warranted in
making a much les sextensive check of the details than in a small
company where the manager orders the expenditure and the book
keeper makes the entries.
The term “internal check and control” is used to describe those
measures and methods adopted within the organization itself to
safeguard the cash and other assets of the company as well as to
check the clerical accuracy of the bookkeeping. The safeguards will
cover such matters as the handling of incoming mail and remit
tances, the proceeds of cash sales, the preparation and payment of
payrolls and the disbursement of funds generally, and the receipt
and shipment of goods. These safeguards will frequently take the
form of a definite segregation of duties or the utilization of me
chanical devices. For example, the cashier will have no part in the
entering of customers’ accounts or the preparation of their state
ments, and neither he nor the ledger keeper will have authority
to issue or approve credits to customers; the clerk recording the
labor time and preparing the payroll will not be permitted to handle
the funds; approval and entry of vouchers will be made by others
than the disbursing officer; and stock records and inventory control
will be kept independent of both the shipping and receiving depart
ments. The extent to which these and other measures are practicable
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will naturally vary with the size of the organization and the per
sonnel employed.
The detailed scrutiny and check of cash transactions of large
companies can be performed more economically by permanent com
pany employees. Where such a check is provided, the accountant
will modify his program accordingly. Where the internal check
and control are necessarily limited or severely restricted the exam
ination to be made will be more comprehensive in character but
no examination should be regarded as taking the place of sound
measures of internal check and control, except in cases where the
organization is so small as to make adequate internal check imprac
ticable. Except in the case of a small business, the cost of a detailed
audit would be prohibitive, and the problem is to develop a general
system of examination under which reasonably adequate safeguards
may be secured at a cost that will be within the limits of a prudent
economy. In the large majority of cases a detailed audit is not justi
fied and the accountant relies on various test-checks of the records.
The extent of the examination and of these test-checks is essentially
a matter of judgment which must be exercised by the accountant,
based on his experience, on his knowledge of the individual situation
and on the extent of the internal check and control.
An accountant’s examination of financial statements deals with
those matters upon which he, as an accountant, is qualified to pass.
He is not qualified, and thus should not undertake, to pass upon
legal matters such as the status of titles, patents or franchises. En
gineering matters, such as the adaptability of a plant to a particular
product or an appraisal of its present value, are also outside his
field. His examination, however, can not be confined entirely to the
books of account. In regard to endorsements, guaranties, litigation,
claims for damages and other contingent liabilities, which may ma
terially affect the financial position but may not be reflected on the
formal records, he is charged with the duty of making reasonable
inquiries. Replies to the inquiries in many cases will be furnished
by officers and employees on whose statements, in the absence of
conflicting evidence, he is entitled to rely. To ensure that adequate
consideration shall be given to these matters it is the common prac
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tice, when making such inquiries, to obtain written statements from
appropriate officers or employees.
While it is impracticable, as already stated, to set forth in any
single program procedures which will fit the widely varying situa
tions which will be encountered, the value of a program as a guide
has been so generally recognized that one is presented in the suc
ceeding paragraphs. Many of the procedures suggested will apply
in most cases but there are few cases where all of them will be
used. The particular program chosen is intended for an examina
tion, made for a report to stockholders or for bank-credit purposes,
of the statements of a small or moderate-sized manufacturing or
merchandising concern which has a reasonable system of internal
check and control.
The scope of the examination and the extent of the detailed check
ing must be determined by the independent public accountant in
the light of the conditions in each individual company. If there
is little or no system of internal check, the client should be advised
that a more detailed examination than that outlined hereafter is
necessary if an unqualified report is to be furnished. If there is an
adequate system of internal check, certain parts of the detailed
procedure may be unnecessary.
For the sake of simplicity, the procedure suggested is submitted
in the form of an audit program with such comments as seem
called for on matters of principle. The procedure will not neces
sarily disclose defalcations nor every understatement of assets con
cealed in the records of operating transactions, or by manipulation
of the accounts. Suggestions are made in the program as to the
extent of information which should be given in the financial
statements. While the final determination of this question rests with
the company whose statements are the subject of examination, the
accountant should use his influence to bring about adequate dis
closure. If there is failure to disclose information which he be
lieves to be material in the circumstances, his recourse is to comment
on the matter in his report.
It should be understood that all of the work outlined need not
necessarily be done as of the closing date of the period covered by
the examination. It is frequently desirable to do the detailed work
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on the inventories or receivables as of an earlier date and, where
conditions warrant it, this is satisfactory.
General

1. The accountant should determine (a) whether accepted ac
counting practices have been followed during the period under
examination and (b) whether they have been changed in any ma
terial respect since the previous period. If the accountant is not
satisfied in either respect and the amounts involved are material,
reference thereto should be made in his report.
2. Compare the trial balances with the general ledger at the be
ginning and end of the period. Trace the items in the trial balances
to the balance sheets. Determine that no “contra” asset and liability
have been improperly omitted from the balance sheet, that the
assets and liabilities have been grouped in the same manner at the
beginning and end of the period. Review the general ledger to as
certain if any transactions recorded in accounts opened and closed
during the period have a bearing on the financial position at the
close of the period.
3. A comparison of the balance sheets at the beginning and end
of the period under review will usually reflect the major changes
which have occurred during the period. This may assist in indicat
ing special points that will require more than ordinary attention
during the examination.
4. Minutes of directors’ and stockholders’ meetings should be
read and all matters contained therein affecting the accounts should
be noted.
Cash

1. Count cash on hand and compare with the recorded cash
balance. This count should be made at the same time as notes re
ceivable and investments are inspected or taken under control.
Precautions should be taken to guard against the possibility of a
shortage in one of these assets being covered up by temporarily
converting other negotiable assets or withdrawing funds from the
bank.
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2. Ascertain when counting cash that all checks (other than those
cashed for others) produced as part of the cash balance have been
entered in the cash book prior to the close of the period. Note the
dates and particulars of such checks and of all advances made from
cash but not recorded on the books. Investigate closely advances to
employees; if they are represented by personal checks see that these
checks (and those cashed for persons outside the company) are
deposited and paid before completion of the examination.
3. See that all cash funds are cleared of material amounts
representing disbursements prior to the date of the balance sheet.
4. Obtain directly from all depositaries certificates as of the close
of business on the closing date. Obtain reconciliation of the balances
shown on the certificates with the balances shown by the cashbook,
check-book stubs, or check registers, taking into consideration the
outstanding checks, and other outstanding items.
5. Compare the checks returned by banks, item by item, with
the cashbook for last month, or work backwards from the last day
of the period under examination until all recently drawn outstand
ing checks have been covered. As this procedure will not disclose
any outstanding checks which may not be recorded, a better con
firmation may be provided by comparing the outstanding checks
shown on the bank reconciliation with checks returned by the banks
in the subsequent month. Make special inquiry to ascertain if there
are any unpaid checks long outstanding. See that no checks are
drawn for cash or other purposes at the end of the period but
not entered until the next period.
6. Ascertain that receipts shown in the cashbook as deposited on
the last day of the period, but not credited by the bank on that
day, have actually been deposited as claimed.
7. If currency and bank transactions are recorded together in
the cashbook and the cash is not counted until after the close of the
period under review, reconcile the bank balances as at the date of
the cash count as well as at the date of the balance sheet. Cash on
hand, which forms only a part of the balance, may be correct at
the date of the count, but it does not follow that the total cash
balance (including bank balances) is correct.
8. Check deposits shown on bank statements or pass-books for
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the last two or three days of the period with the cash-receipts book;
determine that they were composed of bona-fide receipts and that
no check drawn by the company was deposited in a bank without
being deducted, prior to the close of the period, from the balance
at the bank on which the check was drawn. In certain instances
such comparison may be extended to include a check of original
deposit slips or authenticated copies thereof.
9. Reconcile total deposits shown by the bank statements for
at least one month with the total receipts shown by the cashbook;
also reconcile total disbursements shown by the bank statements
with total checks drawn as recorded in the cashbook for the same
period.
10. Trace to the cashbook all checks outstanding at the beginning
of the period that were not returned and checked in a previous
examination.
11. Funds subject to withdrawal restrictions should be so de
scribed on the balance sheet.
Notes Receivable

1. Prepare a list of notes receivable at the end of the period, show
ing dates, makers’ names, due dates, amounts and interest rates, as
shown by the book records.
2. Examine outstanding notes and compare with the notes receiv
able record or with the list (see also Par. 1 under Cash). Check
dates and due dates. Trace into the books of the company cash
received for notes matured since the close of the period and there
fore not presented for examination; when notes are in the hands
of attorneys or banks for collection, obtain confirmation from the
holders. If notes have been discounted obtain acknowledgment from
the discounting banks.
3. Give consideration to the probable value of the notes, partic
ularly of renewed notes, and to the adequacy of the reserve provided.
Ascertain the value of any collateral security for notes. The notes
may be worth no more than the collateral, especially as collateral
is usually required from debtors of doubtful standing.
4. The best verification of notes receivable is written confirma
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tion by the debtor that the notes are bona-fide obligations, although
such confirmation is not usually considered necessary in the case
of companies having an adequate system of internal check. When
this course is followed, mail personally the requests for confirmation
in envelopes bearing the accountant’s return address and enclose
return envelopes addressed to the accountant.
5. Notes, including instalment notes, of a material amount ma
turing later than one year from the date of the balance sheet
should be shown separately thereon unless trade practice warrants
a different treatment. Balance sheets of businesses whose sales are
largely instalment sales should show the notes receivable in some
detail.
6. Notes from stockholders, directors, officers and employees and
also notes arising from transactions outside the ordinary business
of the company should be shown separately on the balance sheet.
7. Notes of affiliated concerns should not be included with cus
tomers’ notes on the balance sheet even though received in respect
of transactions in the ordinary course of business. They may be
shown as current assets, investments or otherwise as the circum
stances justify; inclusion as current assets is allowable only if the
debtor company has a satisfactory margin of current assets over
current liabilities including such notes.
8. The balance sheet should carry a footnote under “contingent
liabilities” showing amount of unmatured discounted notes (see
Par. 2 above).
Accounts Receivable

1. Obtain lists of customers’ balances open at the end of the
period, with the amounts classified according to age. Foot these
lists and compare them in detail with the customers’ accounts in
the ledgers. Note on the lists any amounts paid since the date of
closing.
2. If separate ledgers are kept, reconcile the total of the lists
of outstanding accounts with the controlling account in the general
ledger. In this reconciliation credit balances in the customers’ ledgers
will be offset against the total of debit balances but on the balance

APPENDIX

203

sheet such credit balances should be included among the liabilities.
(Similarly any debit balances in the accounts-payable ledgers should
be appropriately classified.)
3. Examine the composition of outstanding balances. A customer
may be making regular payments on his current account while old
items, perhaps in dispute, are carried forward. Discuss disputed
items and accounts that are past due with the credit department
or with some responsible officer, and make such inquiries as are
deemed necessary in order to form an opinion of the worth of the
accounts and of the sufficiency of the reserve for bad and doubtful
accounts. In the balance sheet the reserve should be shown as a
deduction from the corresponding assets.
4. When bad debts have been written off, see that the action
has been approved by responsible authority.
5. Inquire into the practice regarding the granting of trade dis
counts and so-called cash discounts if greater than two per cent and
regarding freight allowed by the company. If such prospective al
lowances have not been deducted from accounts receivable, an ap
propriate reserve is required. Make inquiries as to customers’ claims
for reduction in prices and for allowances on account of defective
material in order to ascertain that sufficient reserves have been
established.
6. Make inquiries to determine that goods consigned to customers
or agents, or goods under order from customers for future delivery,
title to which has not yet passed to customers, have not been in
cluded in accounts receivable. Such merchandise should be carried
in the inventory on the usual basis of pricing.
7. The best verification of accounts receivable is to communicate
directly with the debtor regarding the existence of the debt, and
this course may be taken after arrangement with the client. While
such confirmation is frequently considered unnecessary in the case
of companies having an adequate system of internal check, it is
one of the most effective means of disclosing irregularities. If it is
to be undertaken, mail personally the requests for confirmation,
after comparing them with the lists of outstanding accounts, in
envelopes bearing the accountant’s return address and enclose return
envelopes addressed to the accountant.

204

FINANCIAL AUDITS

8. If accounts of a material amount, including instalment-sales
accounts, mature later than one year from the date of the balance
sheet they should be shown separately thereon unless it is imprac
ticable to segregate the proportion maturing beyond a year or trade
practice warrants a different treatment. In that event the balance
sheets should carry an explanatory note.
9. Accounts receivable from stockholders, directors, officers and
employees, unless for ordinary and current trade purchases of mer
chandise, should be shown separately on the balance sheet. Deposits
as security or guaranties and any other extraordinary items should
also be shown separately.
10. Accounts receivable from affiliated concerns, even though aris
ing from transactions in the ordinary course of business, should
be shown separately on the balance sheet. Accounts with affiliated
companies may be shown as current assets, investments or otherwise
as the circumstances justify. They may properly be included as
current assets only if the debtor company has a satisfactory margin
of current assets over current liabilities including such accounts.
11. The amount of any accounts receivable that have been
hypothecated or assigned should be so shown on the balance sheet.
Securities

1. Obtain or prepare a list of securities owned showing particu
lars such as:
Description of security (give interest rate of bonds).
Denomination of bonds or par value of shares.
Number of shares and face value of bonds.
Cost of securities and amount at which carried on the books.
Interest and dividends received during period under examination.
Market quotations, if available.
Location of securities, and if hypothecated, with whom and for what
purpose.
2. Compare this list with the corresponding ledger accounts and
ascertain the basis on which the securities are carried on the books.
3. Examine the securities listed or obtain confirmation from the
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holders if any are held by depositaries or others for safekeeping
or as collateral. Make this examination of securities as close to the
date of the balance sheet as possible (see also Par. 1 under Cash).
It is more satisfactory to inspect the actual securities than to account
for their disposition subsequent to the date of the balance sheet.
4. See that certificates of stock and registered bonds are made out
in the name of the company or, if they are in the names of others,
that they are so endorsed as to be transferable to the company or are
accompanied by powers of attorney.
5. Examine coupons on bonds to ascertain that unmatured
coupons are intact.
6. Confirm with transfer agents the ownership of certificates out
for transfer.
7. Ascertain that the totals of dividends and interest received by
the company as shown by the list (Par. 1) have been duly recorded,
and that the income from securities shown in the profit and loss
account is correctly reported.
8. Examine brokers’ advices in support of the purchase and sale
prices of securities bought and sold through them.
9. Confirm the cash-surrender value of life-insurance policies of
which the company is the beneficiary and any policy loans by refer
ence to the insurance policies or by correspondence with the insur
ance companies.
10. Examine mortgages and, if important in comparison with total
assets, obtain confirmation.
11. The amount of securities that are considered to be readily
convertible into cash and in which surplus funds of the company
have been invested temporarily should be shown on the balance
sheet under current assets. Where stocks and bonds represent control
of or a material interest in other enterprises and have a value to
the company aside from their dividend or interest return, they are
more in the nature of permanent investments to be shown below
the current assets in the balance sheet. Securities not readily market
able should be excluded from current assets.
12. If the total market value of securities included under current
assets is less than the total book value by any material amount, a
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reserve for the shrinkage in value should be provided. If cost prices
are used the quoted market values should be shown on the balance
sheet.
13. If examination of available data, including market quotations
or, in their absence, balance sheets and income accounts supple
mented by information and explanations from responsible officials,
indicates that there has been a substantial shrinkage in value of
securities held for investment since their acquisition appropriate
reserves should be provided or the facts should be disclosed in the
financial statements.
14. When corporations have acquired their own stocks, such
stocks should preferably be deducted from the capital stock or from
surplus or from the total of the two at either par or cost as the
laws of the state of incorporation and other relevant circumstances
require. If acquired and held for a specific purpose, however, such
temporary holdings may be treated as assets, but they should be
shown as a separate item and not under current assets.
15. If any securities owned by the company have been hypothe
cated, this fact should be stated on the balance sheet.
Inventories

1. The accountant’s examination of inventories falls naturally into
three main divisions:
(a) Accuracy of computations, footings and recapitulations.
(b) Basis of pricing.
(c) Quantities, quality and condition.

2. The responsibility of the accountant in the first two cases is
clear: check the inventories sufficiently to be satisfied as to the sub
stantial accuracy of the clerical work performed and that the goods
are valued in accordance with the usual commercial practice—that
is, at cost or market, whichever is lower or on some other reasonable
basis which is accepted as sound accounting practice in the particu
lar trade or business.
3. The duties and responsibilities of the accountant in the case
of quantities, quality and condition of stock vary with the circum
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stances; but he must rely principally for information as to quan
tities, quality and condition upon the responsible officers and em
ployees of the company. In the case of a business which does not
call for technical knowledge and presents no substantial difficulties,
the accountant, by special arrangement with his client, may be
justified in assuming a greater degree of responsibility than in cases
where expert knowledge is essential. Make reasonable inquiries and
tests to ascertain that quantities have been carefully determined
and that quality and condition have received due consideration.
4. Obtain copies of company’s inventory instructions and deter
mine how complete the physical stocktaking has been or whether
there has been substantial reliance on book inventories. In the
latter case inquire how frequently they have been tested by physical
inventories throughout the period. If the accountant can discuss
the situation before the actual stocktaking, it is desirable that he
do so and ascertain the methods to be followed.
5. Obtain original stock sheets if they are in existence. Test the
final inventory sheets by comparison with the originals and with
tickets, cards or other means used in recording the original count.
6. See that inventory sheets are signed or initialed by the persons
responsible respectively for taking the stock, determining the prices
and making the calculations and footings. Obtain from a respon
sible official a clear and detailed statement in writing as to the
method followed in taking stock and pricing it and as to the quan
tity, quality and condition and the accuracy of the inventory as a
whole.
7. Test the accuracy of the footings and extensions, especially of
the larger items.
8. Make a test comparison of the inventories with the stock rec
ords, if these are maintained, in support of quantities, prices and
values. Any material discrepancy should be satisfactorily explained.
9. See that goods which are not owned but are on consignment
from others have not been included in the inventory.
10. See that goods set aside for shipment, the title to which has
passed to customers, have not been included in the inventory.
11. Whenever a cost system is not adequately controlled by the
financial accounting, special attention is required. There is always a
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possibility that orders may have been completed, billed and shipped
but not have been taken out of the work-in-process records. This
is the case especially where such reliance is placed on work-in-process
records that a physical inventory is not taken at the end of the
period to check their accuracy. In such cases compare sales for the
month preceding the close of the fiscal period with the orders in
process shown by the inventory to see that goods which have been
shipped are not erroneously included in the inventory.
12. See that no machinery or other material which has been
charged to plant or property account is included in the inventory.
13. Make inquiries and tests to ascertain that purchase invoices
for stock included in the inventory have been entered on the books.
Look for post-dated invoices and give special attention to goods
in transit.
14. If it is customary in the particular business to receive deliveries
under purchase contracts which are not promptly billed, confirm
the quantities delivered by communication with the contractor.
15. Ascertain that inventories are stated at cost or market prices,
whichever are the lower at the date of the balance sheet, or deter
mine that any other basis which has been adopted is in accordance
with sound accounting practice in the particular trade or business.
Deduct trade discounts in determining inventory cost prices. Cash
discounts may or may not be deducted, depending upon the practice
of the trade and of the particular company. Market prices may be
determined by obtaining current quotations, consulting trade jour
nals and by comparison with recent purchases. Replacement costs
should be considered and also selling prices, less shipping and sell
ing expenses.
16. In the case of raw materials and merchandise purchased make
a test comparison of cost prices used with purchase invoices or other
sources of information. A general examination and test of the cost
system in force is the best means of checking the cost of the work
in process and finished goods. See that no selling expenses, interest
charges or administrative expenses are included in the factory over
head cost (except so far as administrative expenses apply to pro
duction) ; that any interdepartmental profits and, in the case of
consolidated statements, inter-company profits, are eliminated from
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the inventories; and that the factory overhead cost is equitably dis
tributed over the various departments, shops and commodities. As
certain whether overhead allocation is based on actual production
or normal capacity. Normal capacity is preferable.
17. If duties, freight, insurance and other direct charges have
been added, the amounts should be tested to ascertain that they
are proper.
18. Give consideration to the possibility that obsolete, excessive
or damaged stock may be included in the inventories at greater
than realizable values; make test of detailed stock records to deter
mine if the quantities are reasonable in relation to average consump
tion and purchases; and discuss with responsible officials.
19. Make inquiry to ascertain if the company has discontinued
the manufacture of any of its products during the year; if so the
inventory of such products or parts thereof should be carefully
scrutinized and provision made for anticipated losses.
20. In the case of part shipments or uncompleted contracts it is
preferable not to take up profits except in cases where the infor
mation available clearly indicates that a partial profit has been real
ized after making provision for possible losses and contingencies.
Ascertain from the contracts the selling prices for contract work
in progress and if it is apparent that there will be a loss on the com
pleted contract provision should be made for the estimated loss.
21. Check the inventory total by the “gross profit test”, compar
ing the percentage of gross profit with that of previous years. In
a business in which the average gross profit has been fairly constant,
this test is satisfactory; if the rate of gross profit is not maintained
and the discrepancy can riot be explained by a rise or fall in the
cost of production or in the selling price, the difference may be due
to errors in the inventories.
22. Ascertain that the inventories at the beginning and at the
end of the period are stated on the same basis, determined generally
in the same manner, or if not, the approximate effect on the operat
ing results.
23. Advance payments on account of purchase contracts for future
delivery should preferably be shown in the balance sheet under a
separate heading.
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24. If stocks have been hypothecated, that fact and the book value
of the stocks hypothecated should be stated on the balance sheet.
Property, Plant and Equipment

1. Summarize the accounts grouped under the heading property,
plant and equipment (such as land, buildings, plant and machin
ery) so as to show balances at the beginning of the period, a sum
mary of changes during the period and the balances at the end of
the period.
2. See that the total of the balances at the beginning of the period
agrees with the total property, plant and equipment as stated in
the balance sheet at that date; and that the balances at the end of
the period agree with the amount shown on the balance sheet at
the latter date. Property, plant and equipment are usually carried
at cost but if any other basis is used it should be stated on the bal
ance sheet as concisely as the material facts will permit. If appraisal
figures are used, the date of appraisal should be given.
3. The accountant should satisfy himself as to the propriety of
capitalizing the additions to property, plant and equipment during
the period. Examine authorizations for expenditures made during
the period; if costs of additions to property, plant and equipment
have exceeded the amounts authorized ascertain the reasons. Author
izations should indicate the accounts to which expenditures are to
be charged, should bear the approval of a responsible official, and
should show the nature of the work.
4. When authorizations do not specify whether the work is a
repair, a replacement or an actual addition or where there are no
formal authorizations, use whatever means may be available to
ascertain the character of the work. Determine that amounts capi
talized represent real additions or improvements.
5. Examine the methods of distributing the payroll and material
and supply charges in sufficient detail to determine that the charges
to construction jobs are reasonable. This applies to construction work
done by the company’s own employees. Examine invoices and other
evidence for construction work by outside contractors; ascertain
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that liability for instalments owed for construction work in prog
ress has been taken up on the books.
6. While it may be considered permissible in the case of con
struction work done by the company’s own employees to capitalize
a portion of the overhead cost, e.g., time of superintendent and his
clerical force employed on construction work, etc. (but not general
administrative expenses) such charges should be carefully scruti
nized, inasmuch as it is possible that the overhead charges of a
plant may not be decreased to any great extent when additions are
not under way; consequently, the absorption of part of these charges
in property accounts when construction is in progress may reduce
the operating cost below that of periods in which no such work is
being done, and may unduly affect comparisons between years.
7. For purchases of real estate examine vouchers in support of pay
ments made. Title deeds bearing endorsement of public recording
officials are supporting evidence of such purchases. Verification of
present title and search for encumbrances of record are legal matters
which are not within the province of the accountant.
8. In the case of leasehold property examine the leases, noting their
terms. See that improvements, etc. on such property are being writ
ten off over a period not in excess of either the duration of the lease
or the estimated life of the improvements.
9. Ascertain the methods used in providing reserves for deprecia
tion of buildings, machinery and other equipment and also for de
pletion of natural resources. Investigate charges against the reserves.
If the accountant is in doubt as to the adequacy of the current pro
vision or the accumulated reserve shown on the balance sheet he
should make suitable comment in his report.
10. Make inquiries to determine that proper record is made when
property is sold, abandoned, destroyed by fire or otherwise put out
of service. Any loss not provided for by depreciation or recoverable
through insurance, salvage or otherwise should be written off.
11. Many of the foregoing suggestions apply only to property ad
ditions during the period under review. In addition, it is well to ob
tain general information relative to the composition of real estate,
building and machinery accounts to ascertain the principal property
represented and the manner in which the accounts have been built
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up for some years past, if not from the inception of the business.
12. Construction work in progress and material on hand at the
end of the fiscal period which is designated for use in construction
should be shown on the balance sheet under the heading property,
plant and equipment and not as part of the inventories.
Intangible Assets

Intangible assets such as patents, trademarks, franchises and good
will should, if practicable, be shown separately in the balance sheet.
Ascertain the basis on which they are carried in the accounts and the
company’s policy as to amortization of them.
Deferred Charges
1. Under this caption are included unexpired insurance, prepaid
interest, taxes, royalties and other prepaid expenses and also bond
discount, development and organization expenses and other deferred
items unamortized.
2. Check the mathematical accuracy and ascertain that they are
proper amounts to carry forward as a charge to future operations.
Whenever possible obtain documentary evidence in support of the
items carried forward; for example, in the case of unexpired insur
ance examine the policies to ascertain dates of expiration, the amount
of the premiums and the proportion to be carried forward; in case
of prepaid royalties examine the agreements or contracts. Any ad
justment of premiums for compensation insurance should be based
upon the actual, not the predetermined, payroll.
3. Make inquiries to determine the company’s policy as to amor
tization of deferred charges, such as whether bond discount is being
amortized on a straight-line basis or bond-outstanding method or
otherwise. If development and similar expenditures are deferred,
they should be written off over a reasonable period having regard to
the character of the expenditures.
4. As prepaid expenses and deferred charges may be considered to
include two classes of items which differ somewhat in their nature
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different treatment is sometimes accorded them. Prepaid expenses,
as representing those items which eventually will be included in
manufacturing or other operating expenses may, if desired, be set up
as a separate item under deferred charges or may be included as a
separate caption on the balance sheet.
Notes Payable

1. Obtain or prepare a schedule showing the dates and amounts
of notes payable, interest rates, due dates, names of payees, collateral,
endorsers and interest accrued to the date of the balance sheet.
2. See that the schedule agrees with the notes-payable book and
with the balance of the notes-payable account in the ledger.
3. Confirm notes payable by obtaining from all banks in which
the company maintains balances and from all note-brokers with
whom the company transacts business statements of notes and drafts
discounted or sold and not paid prior to the date of the balance sheet
and details of collateral held, endorsements, etc. Check the schedule
with these statements. Confirm other notes payable recorded on the
books, if important in amount.
4. See that there is an adequate control of notes payable and ascer
tain, preferably by examination of the cancelled notes, that notes paid
during the period have been properly discharged. An analysis of the
interest account may provide additional information regarding in
terest-bearing liabilities.
5. Hypothecation of any of the company’s current assets or invest
ments as collateral for notes payable or other liability should be
noted on the balance sheet.
6. Notes payable to affiliated companies and to stockholders, direc
tors, officers and employees should be shown separately on the bal
ance sheet.
Accounts Payable

1. Obtain a list of the recorded accounts payable and make appro
priate check with the ledger accounts or with open items in the
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voucher register, according to the system in use. Reconcile the total
with the controlling account in the general ledger. Investigate any
large balances which do not represent specific or recent items. Ob
tain confirmation from the creditor if any account appears to be
irregular. If there are accounts in dispute, large enough to affect sub
stantially the total of current liabilities, investigate the causes of dis
pute.
2. The following procedures are helpful in determining that all
liabilities are included in the accounts:

(a) Review vouchers entered in the voucher register and/or payments
shown by the cashbook subsequent to the date of the balance
sheet to ascertain whether any of them are applicable to the period
under review.
(b) Examine bills on file not vouchered or entered to ascertain if any
of them belong to the period under review.
(c) Make a test examination of the monthly statements received from
creditors having large balances.
(d) Examine receiving records for the last day of the period for the
purpose of ascertaining that the corresponding liabilities are in
cluded.

3. Inquire if any goods have been received on consignment, and
if so examine the pertinent records and ascertain that liability has
been set up for all such goods sold.
4. As an additional precaution against the omission of liabilities
obtain in writing from a responsible official of the company (1) a
statement that all outstanding liabilities for purchases and expense.5
have been included in the accounts and (2) a summary of any lia
bilities for legal claims, infringements of patents, claims for damages,
etc. not included in the accounts. It is advisable to obtain the sig
nature of the president or other senior officer to this statement as
only a senior officer of the company may know the extent of such
obligations.
5. Liabilities to affiliated companies and advances by stockholders,
directors, officers and employees if material in amount should be
shown separately on the balance sheet.
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Accrued Liabilities

1. Interest, taxes, wages, etc., which have accrued to the end of the
period under review but are not due and payable until a later date,
are grouped on the balance sheet under “accrued liabilities”. Special
attention is directed to the following liabilities:
2. Interest payable. Make inquiries to ascertain whether provision
has been made for interest due or accrued. See that interest on bonds
and notes payable has been provided for and give consideration to
the possibility that interest may be payable on past-due book ac
counts, on loan accounts of officers or directors and on judgments,
overdue taxes and other liens.
3. Taxes. Ascertain the amount of accrued federal, state and local
taxes including any liability for taxes withheld. In the case of some
local taxes it may be necessary to inquire of the taxing authority as
to the period for which taxes accrue. Determine the present situation
relative to federal income taxes for the current and prior years, i.e.,
what years have been examined, and what years have been finally
closed. If there are in dispute any items of material importance on
which a difference of opinion exists, adequate provision should be
made or the situation should be disclosed in a footnote to the balance
sheet, failing which reference should be made in the accountant’s
report.
4. Salaries and wages. If the date of the balance sheet does not
coincide with the date to which the last payroll of the period under
review has been computed, ascertain the amount accrued to the date
of the balance sheet. Inquiries should also be made as to any profitsharing or bonus plans.
5. Traveling expenses and commissions. See that provision has
been made for unreported expenses of traveling salesmen and for
accrued commissions.
6. Legal expenses. Provision should be made for any accrued lia
bility for legal expenses.
7. Damages. Inquire if there are any claims or suits for damages
not covered by insurance; if any evidence is found indicating such
liability, obtain information on which to base an opinion as to the
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amount that should be set up as an accrued liability or as a reserve
against probable loss.
Contingent Liabilities
1. Make inquiries relative to the existence of contingent liabilities.
Such liabilities will usually be of the following nature:
2. Notes Receivable Discounted. (See procedure suggested under
notes receivable.)
3. Indorsements and Guaranties. Ascertain from responsible offi
cers of the company whether any indorsement of unrelated paper or
any guaranties have been made and if so what security has been re
ceived to protect the company. This inquiry is especially necessary if
it is known that any of the officers are interested in other enterprises.
4. Judgments. Any liability for judgments not appearing on the
records of the company may be discovered by searching the public
records; but this is within the province of lawyers, not of account
ants. Many business men will not permit entry in their books of a
judgment from which they intend to appeal, and it becomes difficult
for the accountant to find any evidence of such a liability except by
inquiry of responsible officials. Make such inquiries. If any liability
exists, though not finally determined, appropriate mention of the
facts should be made in a footnote to the balance sheet.
5. Unfulfilled contracts. Where the nature of the business requires
large purchase orders for future delivery ask for copies of such pur
chase orders. If the contract prices are higher than market prices and
the purchase contracts are not protected or only partly protected by
firm sales orders, it may be necessary to set up a reserve for possible
loss.
6. Damages. There may be claims or suits for damages not cov
ered by insurance or by reserves provided therefor. If evidence is
found indicating a liability of this nature, request full information so
as to be able to form an opinion as to the amount which should be
stated as a contingent liability.
7. Liability for real-estate bonds and mortgages. Investigate the
possibility that any liability may result from the sale by the company
of property subject to mortgage. If property subject to a mortgage
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has been sold there may be a contingent liability under the bond
unless the mortgage has been satisfied, the satisfaction recorded and
the bond cancelled.
8. Notation should be made on the balance sheet relative to con
tingent liabilities where the amounts involved are or may become
material. In case of claims, litigation and other matters involving a
legal determination it may be advisable for the accountant to obtain
information, preferably in writing, from the company’s legal advi
sors as to the probable extent of the liability.
Funded Debt

1. Obtain from the trustee a statement of the amount of bonds
outstanding, in confirmation of the liability shown on the balance
sheet. Check the accrued liability for interest on outstanding bonds,
and reconcile the relative interest expense taken up in the profit and
loss account.
2. Examine bonds redeemed during or prior to the period under
review to see that they have been properly cancelled, or, if they have
been destroyed, the statement obtained from the trustee should show
the net amount outstanding.
3. Ascertain the sinking-fund requirements of the bond indenture
and see that due consideration has been given to them. Any default
in the interest or sinking-fund requirements that may exist should
be mentioned on the balance sheet.
4. Give consideration to any other important stipulation of the
trust indenture concerning the accounts. Trust indentures, for exam
ple, sometimes stipulate that current assets shall be maintained at a
stated amount in excess of current liabilities.
5. Check the liability on account of mortgages or other liens so
far as the company’s records afford data. Confirm the amounts
shown by the books of account and the interest rates, due dates, etc.
This may be accomplished by obtaining certificates from the mort
gagees.
6. The balance sheet should show the amount of bonds issued and
in treasury or sinking funds, and also the rates of interest and the
dates of maturity or, in the case of serial bonds, the annual or peri
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odical maturities. Serial bonds, notes and mortgage instalments due
within one year should be separately disclosed and if material should
be included with the current liabilities.
Reserves

1. Analyze all the reserves to determine the changes during the
period, whether they be reserves deducted from the respective assets
or shown on the liability side of the balance sheet. Give careful con
sideration to the accounting practices of the company in setting up
reserves and in making charges against them.
2. If the general or contingency reserves are of sufficient impor
tance in comparison to the financial position or earnings of the com
pany, it may be desirable for the company to include with its finan
cial statements a summary of changes in reserves during the period.
Capital Stock
1. In the case of companies which issue their own stock, examine
the stock records and stock certificate books to ascertain the amount
of capital stock outstanding. See that the company is complying with
the requirements of laws imposing transfer taxes.
2. If a trust company is the registrar of the capital stock, obtain
from the registrar and/or transfer agent a certificate as to the num
ber of shares of capital stock issued and outstanding.
3. If any stock has been sold during the period under review see
that the cash or other consideration for which the stock was issued
was in accord with authorization of the directors. Make inquiries as
to the existence of any stock options, warrants, rights or conversion
privileges. If any exist, details should be given on the balance sheet.
4. If stock has been subscribed on an instalment plan ascertain
whether or not any payments are in arrears. If special terms have
been extended to any stockholder, examine the minutes of the board
of directors to see that such terms have been approved.
5. The capital stock or stated capital should be shown on the bal
ance sheet in accordance with the statutes of the state under the laws
of which the corporation is organized, the articles of incorporation
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and the corporation’s minutes. It should be borne in mind that the
laws of most states have special provisions relative to the acquisition
of treasury stock by a corporation.
6. Each class of stock should be stated separately on the balance
sheet, with the amount authorized, issued and outstanding and the
par value per share. If the stock is of no par value the stated or as
signed value per share, if any, should be shown and the redemption
price or the amount of preference upon liquidation. If any stock of
the company is held in the treasury it should preferably be shown as
a deduction from capital stock or from surplus or from the total of
the two, at either par or cost, as the laws of the state of incorporation
and other relevant circumstances require. If it is included on the as
set side of the balance sheet the circumstances justifying such treat
ment should be indicated in the caption or in a footnote to the bal
ance sheet.
7. The total amount of dividends or the dividends per share on
outstanding cumulative preferred stock which are in arrears should
be stated on the balance sheet. All dividends declared but not paid
at the date of the balance sheet should be included in the current lia
bilities.
Surplus

1. Analyze the surplus accounts for the period covered by the ex
amination. Reconcile the opening balance with the surplus shown in
the previous balance sheet and consider the propriety of the entries
made in the surplus account.
2. Check by reference to the minutes of directors’ meetings the
dividends declared or paid during the period under review. If stock
dividends have been distributed, ascertain that the treatment on the
books is in accordance with the minutes. Adequate disclosure should
be made.
3. Where practicable the nature of the surplus should be shown
on the balance sheet divided under principal classifications such as:

(a) Earned surplus (or deficit).
(b) Capital or paid-in surplus.
(c) Surplus arising from revaluation.
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If there are any restrictions on the surplus by reason of state laws,
charter provisions, etc., such as in the case of reacquired shares, the
nature of the restrictions should be indicated.
4. The balance sheet should show as “surplus arising from revalua
tion”, or by some similar title, any credit resulting from increasing
the book value of capital or other assets by revaluation, whether on
the basis of independent appraisal or otherwise.
5. Unrealized profits should not be credited to income account
either directly or indirectly, by charging against such unrealized
profits amounts which would ordinarily be chargeable against in
come account. Profit is deemed to be realized when a sale in the
ordinary course of business is effected, unless the circumstances are
such that the collection of the sale price is not reasonably assured.
An exception to the general rule may be made in the case of inven
tories in industries (such as the packing-house industry) in which
it is a trade custom to take inventories at net selling prices which
may exceed cost.
6. Intercompany profits on sales of securities or other property
should not be taken into the consolidated surplus account until real
ized by sale outside the group of affiliated companies.
7. Capital surplus, however created, should not be used to relieve
the income account of the current or future years of charges which
would otherwise require to be made against income. This rule might
be subject to the exception that where, upon reorganization, a re
organized company would be relieved of charges which would re
quire to be made against income if the existing corporation were
continued, it might be regarded as permissible to accomplish the
same result without reorganization provided the facts were as fully
revealed to and the action as formally approved by the stockholders
as in reorganization.
8. Earned surplus of a subsidiary company created prior to acqui
sition does not form a part of the consolidated earned surplus of the
parent company and subsidiaries; nor can any dividend declared out
of such surplus properly be credited to the income account of the
parent company.
9. If capital stock is issued nominally for the acquisition of prop
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erty and it appears that at about the same time, and pursuant to a
previous agreement or understanding, some portion of the stock so
issued is donated to the corporation, it is not permissible to treat the
par value of the stock nominally issued for the property as the cost
of the property. If stock so donated is subsequently sold, it is not
permissible to treat the proceeds as a credit to surplus of the corpora
tion.
Profit

and

Loss Statement

GENERAL

1. Analyze the profit and loss account for the period and obtain
or prepare a working profit and loss statement in as much detail as
is readily available. The extent of the examination to be made is de
pendent upon the classification of the accounts and the factors out
lined at the beginning of Section II. The accountant should satisfy
himself that the income received and the expenditures made are
properly classified insofar as the facts are known to him or ascertain
able by reasonable inquiry.
2. The profit and loss statement should be prepared so that it will
be reasonably informative. It is usually helpful to obtain correspond
ing figures for one or more preceding years for comparative purposes
as an aid in ascertaining and inquiring into unusual items during
the year under review. The budgets adopted by the company and
monthly financial statements, where available, should also be ob
tained for comparison with the annual results. Determine so far as
possible that the company has applied its accounting principles con
sistently throughout the period and see that adequate explanation is
made in the profit and loss statement of any departure from such
principles.
3. A satisfactory form of profit and loss statement is given in Sec
tion IV, but any other form giving similar information may suffice.
Conditions vary so widely that it is not practicable to submit a pro
gram for the examination of the profit and loss statement. Certain
suggestions only are given relative to the individual classifications.
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Sales and Cost of Sales

1. Whenever the necessary statistics are available it is desirable to
reconcile the quantities of the principal products sold with the pro
duction or purchases during the period, taking into consideration the
inventories at the beginning and end of the period.
2. Ascertain by reference to the shipping records that the sales
books were closed as of the last day of the period, and that no goods
shipped after that date are included in the sales of the period. When
a first examination is made it is well to ascertain similarly that the
sales at the beginning of the period were recorded in accordance
with the dates of shipment.
3. Allowances to customers for trade discounts, outward freights,
reductions in price, etc., should be deducted from gross sales. It is
sometimes difficult to distinguish between deductions from sales and
selling expenses, and the classification adopted by the company
should be accepted if reasonable and consistently applied. Price con
cessions, allowances and discounts are sometimes treated differently
in the same trade or business. The net sales figure, after making such
deductions from the gross volume of business recorded on the books,
should be shown in the profit and loss statement, unless undesirable
for trade reasons. Inquire as to the methods adopted to safeguard
credits to customers for returned merchandise, claims, rebates, etc.
Make a test examination to find out if the procedure is being fol
lowed.
4. Cost of sales includes all the costs in connection with buying
and producing goods sold. Write-downs of inventory to market
prices at the end of the period may have a material effect on the per
centage of gross profit to sales, and where such write-downs result
from general business conditions rather than from the buying or
production policies of the company, it may be desirable to show them
separately. See that interdepartmental profits and, in the case of con
solidated statements, intercompany profits are eliminated; if this is
impracticable, the reason should be stated. If the accountant is in
doubt as to the adequacy of the current provision for depreciation he
should make suitable comment in his report.
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Sales

Gross profit on sales is ascertained by deducting cost of sales from
net sales. Compute the ratio of gross profits to net sales; compare it
with that of previous years, and make inquiries to account for any
marked variation.
Selling, General

and

Administrative Expenses

Examine the ledger accounts for selling, general and administra
tive expenses to see that they are properly classified and that credits
which should be shown elsewhere are not improperly deducted. Ex
traordinary items of material significance should be shown sepa
rately.
Net Profit on Sales

Net profit after deducting expenses but before other income and
other charges is usually a significant figure, and determination of
percentage to sales and comparison with previous years is desirable.
Other Income

Income derived from sources other than sales, such as income
from investments, interest, discounts, etc., should appear under the
heading “other income”. The accountant should assure himself
of the propriety of including each item as income. If there is ex
traordinary income of a material amount, proper disclosure should
be made. If stock dividends received have been included as income,
that fact as well as the basis on which they have been taken up
should be indicated. If the company holds any of its own capital
stock in its treasury dividends thereon should not be treated as a
credit to the income account.
Other Charges

Interest charges on funded debt, notes payable and other obliga
tions, losses on securities sold and other non-operating or extraordi
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nary charges are usually detailed under the heading “other charges”.
Investigate these generally and see that they are properly included
under this heading rather than as cost of sales or expenses. Pro
vision for income and capital stock and excess-profits taxes may be
included here or deducted as a separate item in the profit and loss
statement. Minor surplus adjustments affecting prior periods are
preferably included under this caption since it is impossible to close
the accounts of any one period without continual overlapping of
miscellaneous income and expense items.

SECTION III

MODIFICATIONS OF PROGRAM FOR LARGER OR
SMALLER COMPANIES

Section II contains an outline of an examination for a small or
moderate-sized company with a reasonable system of internal check
and control. It has been mentioned that wherever there is an ex
tensive system of internal check the accountant should determine
the extent to which he would be justified in reducing the amount
of the detailed checking which otherwise he might consider neces
sary, but that only in a large organization is it usually possible to
obtain the most satisfactory separation of functions and duties. In
a very small organization or one having a highly restricted system
of internal check and control, it will be necessary to make a more
detailed examination than that heretofore outlined.
The importance of judgment in selecting the tests to be made
by the accountant must be again emphasized. A rigid program is
undesirable and would not achieve its purpose. The following sug
gestions are submitted as indicative of modifications which may
be made in the scope of the examination outlined in Section II.
Cash

Where there are a great many bank accounts with a number of
relatively small working funds which are reconciled periodically
by employees independent of the cashier’s department, it may not
be necessary for the accountant to reconcile all the working funds
but only to do so for the principal bank accounts, accepting copies
of reconciliations signed by internal auditors for the remainder. On
the other hand, where the company does not deposit all of its
receipts daily it may be desirable for the accountant to check cash
book footings in addition to the other steps described.
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Notes Receivable

Large instalment companies may have thousands of notes receiv
able which are controlled by a satisfactory internal check. In such
cases it may not be necessary or desirable for the accountant to
examine every note or instalment account, but a reasonable test
may be sufficient. On the other hand, if the company is small and
has been accustomed to discount its notes receivable, special inquiry
from all banks in which the company has maintained balances dur
ing the period may be necessary to determine the full contingent
liability.
Accounts Receivable

If there are large numbers of customers and the customers’ ledgers
are kept by employees who do not have access to incoming cash
or cashiers’ records, who do not mail out the monthly statements
nor initiate credits for returned goods or allowances, a relatively
limited test of the individual customers’ accounts may suffice. A
more satisfactory check may thus be provided than would be ob
tained by a detailed examination of the accounts receivable of a
company having inadequate internal control.
Inventories

Many large companies maintain comprehensive continuous in
ventory records which are subject to periodic and independent physi
cal stocktaking. In such cases the accountant should use his best
judgment in determining the extent of the examination required,
but the various points mentioned in the program regarding in
ventories given in Section II should be considered.
Property, Plant and Equipment

Many companies maintain separate plant records which are con
trolled on the general books. If all capital additions are budgeted
and authorized in advance and later checked and approved in the
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controller’s department, the vouching of the larger items may be
all that is necessary. In the case of companies without adequate
detailed records, a more extensive examination is required. It is
not the accountant’s function to determine that every minor charge
is justified. He should acquaint himself with the policies of the
company with regard to capital additions, replacements and repair
charges and should satisfy himself that the total amount capitalized
is reasonable, that plant units ascertained to have been abandoned
are removed from the asset account, and that the depreciation re
serves are being accumulated on some consistent and accepted basis.
Liabilities

In endeavoring to see that all liabilities are reflected in the bal
ance sheet, the accountant should not go to the extreme of pro
viding meticulously for every minor item that he happens to dis
cover. There will always be overlapping items between years, which
have no important bearing on the accounts. His function is to see
that liabilities ascertainable by a reasonable examination are in
cluded in the balance sheet.
Contingent liabilities are apt to be numerous in large companies.
In the ordinary course of business there is frequently a large num
ber of outstanding claims or suits for damages and commitments
of various kinds. It is often very difficult, if not impossible, to
determine the amount in money that may be involved, since the
nominal amount of a suit is no measure of the maximum amount
that may have to be paid. It is generally recognized that such con
ditions exist and it is only necessary to refer to major or unusual
situations. In case of claims, litigation and other matters involving
a legal determination it may be advisable for the accountant to
obtain information, preferably in writing, from the company’s legal
advisors as to the probable extent of the liability.
Profit

and

Loss Statement

Reasonable substantiation of a condensed income account or profit
and loss statement is usually not difficult whether in a large or a
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small company, and a great part of the work will already have
been done in making the examination of the balance sheets at the
beginning and end of the period. The separation of sales and deduc
tions from sales, the determination of cost of sales and the classifi
cation of the various expenses and charges, however, are sometimes
difficult in the case of a large company; and a good deal of reliance
must necessarily be placed on the internal accounting classifications
and control. Overhead is frequently distributed between operations
or products or even between plants and this may make it difficult,
if not impracticable, for the accountant to classify the summarized
profit and loss statement in any greater detail than that followed
by the company in its internal statements or to obtain the data
necessary for that purpose from the underlying records. It is most
important that the accountant obtain a thorough understanding
of the accounting principles and classifications adopted by the com
pany before making his examination of the profit and loss state
ment. It will then be necessary for him to use his judgment to
determine the relative importance of the different items and the
amount of detailed checking which he considers necessary.
In the case of a company of limited size or one having a highly
restricted system of internal check and control a more detailed
examination than that outlined in Section II may be necessary to
determine the substantial accuracy of the profit and loss statement.
This may take the form of a more extensive test of vouchers, a test
of the payrolls and an analysis of expense accounts or such other
procedures as the accountant believes will be most effective in the
particular circumstances. As the financial statements as a rule are
not intended for wide distribution, more details are usually included
in the profit and loss statement.
Consolidated Statements

In the case of consolidated statements, it is frequently desirable
to examine the accounts of operating subsidiaries as of a date a
few months prior to the close of the parent company’s fiscal year;
otherwise the issuance of the financial statements might be undulv
delayed. In such cases a review of the transactions between the date
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of the examination and the date of the consolidated accounts should
be made. This procedure is particularly suitable to the examination
of the accounts of such companies as public utilities. The account
ant should satisfy himself that in the interim there have been no
important transactions outside the ordinary course of business and
that the financial position of the subsidiaries at the date of the
consolidated balance sheet is not materially different from that at
the date of the earlier examination.
In the case of foreign subsidiaries in particular it is frequently
impossible to receive the financial statements as of the date of the
consolidated balance sheet in time for inclusion in such balance
sheet and it is therefore customary to include the accounts of certain
of the subsidiaries, in cases where they are consolidated, as of an
earlier date. Care should be taken to see that there have been no
unusual transactions in the interim and that shipments and remit
tances within the consolidated group of companies up to the date
of the consolidated balance sheet are taken into consideration. The
operations of each company should cover a full fiscal period. If
foreign subsidiaries are included in the consolidated balance sheet
the basis of conversion of foreign currencies should be indicated;
and the treatment of exchange adjustments should be disclosed.

SECTION IV

FINANCIAL STATEMENTS AND ACCOUNTANT’S

REPORT

The accountant should consider and be sympathetic with the
growing demand that statements should be more informative and
more easily understood by the reader and may well urge his client
to meet this demand. For example, balance sheets and profit and
loss statements might be presented in comparative form; or there
might be given supporting and supplemental statements showing
changes in investments, property, plant and equipment and reserves
or more condensed summaries of changes in the financial position.
The form of the balance sheet and profit and loss statement will
necessarily be modified to meet the requirements of each particular
situation. The following forms are submitted as satisfactory for the
average industrial company:
Form

of

Balance Sheet

Assets
Current Assets:

Cash in banks and on hand.....................................................................
Marketable securities (state basis)...........................................................
Notes and accounts receivable:
Customers:
Accounts receivable............................................................................
Notes receivable..................................................................................
Others ...................................................................................................
Less—
Reserve for doubtful notes and accounts......................................
Reserve for discounts, freight, allowances, etc..................................
Inventories: (state basis)
Raw materials and supplies.................................................................
Work in process....................................................................................
Finished goods ......................................................................................
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Other current assets:
Indebtedness of stockholders, directors, officers and
employees (current) .....................................................................
Indebtedness of affiliated companies (current)..................................
Other items (describe)........................................................................
Total current assets...............................................................
Investments: (state basis)
Securities of affiliated companies.............................................................
Indebtedness of affiliated companies—not current...............................
Other (state important items separately)..............................................
Property, Plant and Equipment: (state basis)
Land used for plant................................................................................
Buildings used for plant............... . .........................................................
Machinery and equipment......................................................................
Patterns and drawings..............................................................................
Office furniture and fixtures...................................................................
Other items (describe)............................................................................
Total property, plant and equipment..................................
Less—
Reserves for depreciation, depletion, amortization, etc......................
Intangible Assets: (describe)

Deferred Charges:

Prepaid expenses, interest, insurance, taxes, etc......................................
Bond discount ..........................................................................................
Other deferred charges (describe important items).............................
Other Assets: (describe)
Total ......................................................................................
Liabilities
Current Liabilities:

Notes payable:
Banks .....................................................................................................
Brokers (commercial paper).................................................................
Merchandise creditors (including notes given for
machinery, equipment, etc., purchased)..........................................
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Acceptances (for merchandise and raw material
purchased) ....................................................................................
Stockholders, directors, officers and employees..................................
Accounts payable and accrued expenses................................................
Advances from stockholders, directors, officers and
employees .............................................................................................
Accrued interest.........................................................................................
Provision for federal and state taxes.....................................................
Other current liabilities (describe).........................................................
Note: Where assets have been pledged against any of the fore
going liabilities, that fact and the nature and amount of the
assets pledged should be stated.
Total current liabilities.........................................................
Funded Debt: (describe)
Bonded debt .............................................................................................
Mortgages .................................................................................................
Other funded indebtedness (describe)...................................................
Total funded debt...................................................................
Reserves: (describe by major classes).......................................................
Capital Stock: (describe)

Preferred stock ..........................................................................................
Common stock .........................................................................................
Surplus:

Capital or paid-in......................................................................................
Arising from revaluation (see Par. 3 under “Surplus”).......................
Earned (or deficit)....................................................................................
(A summary of surplus accounts for the period
should be shown either in the balance sheet or in
a separate statement)
Total ......................................................................................
(a) Contingent liabilities not covered by reserves should be given due
consideration.
(b) If there be arrears in cumulative dividends state the amount or the
rate per share.
(c) Any default in the principal, interest or sinking fund provisions of
funded debt should be stated and the relative amounts involved.
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Loss Statement

Gross sales ...................................................................................................
Less outward freight, allowances and returns............................................
Net sales ...................................................................................................
Cost of sales...................................................................................................
Gross profit on sales..................................................................................
Selling, general and administrative expenses............................................
Net profit before other income and charges..........................................
Other income:
Income from investments........................................................................
Interest on notes receivable, etc................................................................
Other non-operating or extraordinary income (separately shown)....
Other charges:
Interest on funded debt (and amortization of bond discount)...........
Interest on notes payable..........................................................................
Other non-operating or extraordinary charges (separately shown)....
Provisions for income taxes.....................................................................
Total deductions .........................................
Net profit (loss) for period carried to surplus........................................
Note: It is desirable to indicate the amount of provision for deprecia

tion, depletion, etc., for the period.

Accountant’s Report

The accountant’s report or certificate should be as concise as is
consistent with a clear statement of his opinion on the financial
statements submitted. Explanations and disclosures which he be
lieves to be desirable regarding accounting principles adopted should
be inserted in the financial statements or in his report. Attention is
directed to the importance of stating any qualifications clearly and
concisely. Distinction should be made between those comments in
tended to be merely informative or to state the limitations of the
scope of the accountant’s work (e.g., where part of the work has
been performed by other accountants), and those which indicate
dissent from particular practices of the company. Care should be
exercised to avoid making any statement that is not literally true
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or which might give rise to unwarranted implications. A suggested
form for the accountant’s report follows:

To the XYZ Company:
We have made an examination of the balance sheet of the XYZ
Company as at December 31, 1935, and of the statement of income
and surplus for the year 1935. In connection therewith, we examined
or tested accounting records of the Company and other supporting
evidence and obtained information and explanations from officers
and employees of the Company; we also made a general review
of the accounting methods and of the operating and income ac
counts for the year, but we did not make a detailed audit of the
transactions.
In our opinion, based upon such examination, the accompanying
balance sheet and related statement of income and surplus fairly
present, in accordance with accepted principles of accounting con
sistently maintained by the XYZ Company during the year under
review, its position at December 31, 1935, and the results of its
operations for the year.
Notes

1. It is contemplated that, before signing a report of the type sug
gested, the accountant will be satisfied that his examination has
been adequate and in conformity with the principles outlined in
this bulletin.
2. The report should be addressed to the directors of the company
or to the stockholders, if the appointment is made by them.
3. The statement of what has been examined would, of course,
conform to the titles of the accounts or statements reported upon.
4. In the second sentence, any special forms of confirmation could
be mentioned: e.g., “including confirmation of cash and securities
by inspection or certificates from depositaries.”
5. This certificate is appropriate only if the accounting for the year
is consistent in basis with that for the preceding year. If there
has been any material change either in accounting principles

APPENDIX

235

or in the manner of their application, the nature of the change
should be indicated.
6. It is contemplated that the form of report would be modified
when and as necessary to embody any qualifications, reservations
or supplementary explanations.
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227
Contracts
construction, 76, 104, 117
contingent liabilities on, no
cost-plus, 118
examination of, 30, 76,142
purchase, 66, 70, 78
sales, 67, 70
Control
at balance sheet date, 23
cash, 34
securities, 50
Conversion of foreign currency, 39, 168
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Cost
inventory application, 63, 66
production, 66, 141
Cost of goods sold, 141
Cost of sales, 141, 222
“Cost or market, whichever lower,” 67
Cost records, 64, 141
Credits, deferred, 117
Current assets, 8, 39, 47, 57, 69
Current liabilities, 78, 98

Damage claims, 107, no, 119
Date of accountant’s report, 179
Declaration of dividends, 127,171
Deferred
accounts payable, 108
advertising expenses, 94
charges, 90, 212
balance sheet presentation, 95
credits, 116, 117
profits, 117
taxes, 93
“Definition of earned surplus”, 129
Delivery expenses, 141
Depletion, 85
Deposits, customers, 46,104
Depreciation, 80
accounting principles, 6, 7, 80,131, 135
as production cost, 142
basis for, 83, 84
expense, 145, 148,149
foreign assets, 169,170
provisions, 80
rates, 81
reducing balance method, 81
reserves for, 74, 76, 85
reserves on balance sheet, 86, 87
sinking fund method, 81
straight-line method, 80
Development expenses, 95, 143
Dickinson, Sir Arthur Lowes, “Account
ing Practice and Procedure”, 173
Directors
authorizations and resolutions (see
“Resolutions”)
responsibilities and liabilities of, 171
Discount
cash, 38, 45, 63, 141
on bonds, 55, 90,146
on capital stock, 6, 56, 123
sales, 44, 138
trade, 45, 63, 141
Distribution costs, 144
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Dividends, 127
examination of, 51,127
in surplus accounts, 128, 131
medium of payment, 127
payable in capital stock, 6, 52, 127,131
receivable, 51, 145
special bank accounts, 38, 39
subsidiary companies, 51, 53,167,170
unpaid, 104
Donated surplus, 130, 133
Earned surplus, 129
balance sheet presentation, 130,135
definitions, 129,130
Employees
fidelity bonds, 93
segregation of duties, 20
Endorsements
accommodation, 109
cheques, 36
of company notes, 108
Equipment (see “Property, plant and
equipment”)
Examination
character and scope, 1, 172, 178, 180
determination of procedure, 16, 31
meaning of term, 1
program 31, 156, 195,198, 225
subsequent to balance sheet date, 179
“Examination of Financial Statements by
Independent Public Accountants”,

Appendix (see also “Institute bul
letin”)
Expense
accrued, 98, 104, 107, 138
administrative, 65, 143
advances, 46
advertising, 94, 102,144
bond issue, 90
delivery, 141
development, 95, 143
experimental, 95
general, 65, 143
organization, 94
overlapping, 132
preliminary, 94
prepaid, 90, 94
production, 66,141
publicity, 141
research, 95,143
reserves for, 116,118
Securities and Exchange Commission
regulations, 148
selling, 65, 143

Experimental expenses, 95
Extension and improvement reserves, 130

Federal income taxes (see “Taxes”)
Fees
brokerage, 141
custodian’s, 102
legal, 76, 90, 102,107
management and service, 144,149
registrar and transfer agent, 102
Fidelity bonds, 22, 93
Financial policies
disclosure, 177
Financial statements, 3, 14, 171, 172, I77,
230
accounting principles and conventions, 7
company reports, 17
comparative, 173
consolidated (see “Consolidated state
ments”)
for credit purposes, 15
for management, 13
for stockholders, 14
form of, 230
interdependence of, 10
nature of, 3,187
parent company, 54
pro-forma, 176
subsidiary companies, 53, 167
working statements, 152
Fire insurance policies, 56, 92
Fixed assets (see “Property, plant and
equipment”)
Foot-notes, 175
Foreign branches, 170
Foreign currency amounts
conversion of 39, 168
Foreign exchange, 120, 168
Foreign subsidiaries, 160,161
Form 10-K, 159, 172
Franchises, 88, 89
Fractional scrip certificates, 126, 127
Freight allowances, 141
Funded debt, 113, 217 (see also “Bonds”
and “Mortgages payable”)
Gains
defined,130
General expenses, 65,143, 223
Goods in transit, 60, 97
Goodwill, 88, 164
Gross profit
on sales, 143
test of inventories, 61

INDEX
Gross sales, 140
Harvard Bureau of Business Research, 139
Hoxsey, J. M. B.
on sales, 148
Hypothecation
of accounts receivable, 43
of assets, 108
of inventories, 70
of securities, 51, 57
Income
differentiation from capital, 5
from securities, 51
net, 130,147
“other income”, 145, 223
Income accounts, 137 (see also “Profit and
loss statements”)
Income taxes (see “Taxes”)
Indenture, bond, 113
Independent public accountants
duties and responsibilities, 11, 13, 14
examination by, 1, 12
meaning of term, 11
Installation costs, 78,141
Instalment
receivables, 42, 47
sales, 117
Institute bulletin, 3, 15, 16, 44, 122, 132,
133, 134, 135, 147, I59, 160,
173, 180 (see Appendix “Ex
amination of Financial Statements
by Independent Public Account
ants”)
Insurance policies, 56, 92
Insurance premiums, deferred, 92
Intangible assets, 88, 2/2
Intercompany profits, 66, 132, 164
Interest
accrued, 42,101,105
capitalized, 77
expense, 138,146
in inventory costs, 65
Internal audit and internal check, 12,18
accounts payable, 101
accounts receivable, 20
capital expenditures, 21
capital stock, 125
cash, 20, 34
inventories, 21
notes payable, 99
profit and loss accounts, 137
purchases, 18, 21
questionnaire for review of, 20
securities, 51
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Inventories, 58, 206, 226
amounts, 68
balance sheet presentation, 69
basis of valuation, 61, 62
book records, 591
burden 65, 66
by-products, 64
commitments, 70
confirmation by officers, 71
consigned goods, 60
cost, 63
“cost or market, whichever lower”, 61,
67
fixed price method, 61, 69
goods in transit, 60
gross-profit test, 61
interest as cost, 65
“last-in, first-out” method, 62
liens on, 70
market, 66
merchandise and materials, 63
obsolete stock, 68
opening inventory, 62
perpetual, 59
physical stock taking, 24, 58, 60
prices, 61, 65, 66, 67
processed and finished goods, 64
production costs, 64
quantities, 58
realizable values, 62
replacement cost, 67
retail store practice, 63
schedules, 155, 158
stationery, etc., 95
test check of, 59
Investments, 50 (see also “Securities”)
balance sheet presentation, 57
examination procedure, 50
in subsidiaries and affiliates, 52
marketable securities, 52
other investments, 56
other securities, 56
reacquired shares and bonds, 55

“Last-in, first-out” method in inventories,
62
Leasehold properties, 76, 87
Leases, 76,109
Legal fees, 76, 90,102,107
Letters of credit, 100, 101
Liabilities, 97 (see also “Accounts Pay
able”, “Notes Payable”, “Accrued
Expenses”)
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Liabilities (Continued)
accrued, 107
audit procedure, 97
balance sheet presentation, 107
classification, 98
contingent, 107,109
current, 8, 99, 104
cut-off of records, 99
long-term, 99,108
reserves for, 118
to affiliated companies, 104
unrecorded, 97
Life insurance policies, 56
Listing applications, 31,114
Long-term advances, 56, 57
Long-term liabilities, 99,108
Losses
bad debt, 45, 46, 117, 138, 143, 146,
149
foreign exchange, 170
in surplus accounts, 131
inventories, 70
of subsidiaries, 54,146
on disposition of assets, 146
reserves for, 118,119
Machinery, (see “Property, plant and
equipment”)
Maintenance and repairs, 73, 77, 79, 81,
82, 146, 149
Management fees, 144,149
“Market”
inventory, 66
securities, 52
May, G. O.
on audits, 13
on responsibility of accountants, 14
Minutes of meetings, 30, 98, 113, 150
Mortgages
payable, 74, 76, 99,113,115
receivable, 56

Natural business year, 4, 142
Net profits (or net income), 147
defined, 130
on sales, 145, 223
New York Stock Exchange, 175,181
Notes
balance sheet, 175
Notes payable, 97, 99, 107, 213, 227
Notes receivable, 41, 201, 226
balance sheet presentation, 46
collectibility of, 45
control of, 23

Notes receivable (Continued)
discounted, 42, 109
examination of, 41
mortgage, 56
Obsolescence, 81, 82
Operating expenses, 141,143,148
Options, 126,128
Organization expense, 94
“Other charges”, 146, 223
“Other income”, 145, 223
Overhead
allocation to construction, 77, 78
cost of sales, 142
inventory costs, 65

Paid-in surplus, 130,133
Parent company statements, 54, 175
Patents, 88, 89
Payroll, check of, 20, 37
Pension reserves, 120
Plant (see “Property, plant and equip
ment”)
Power charges, 102,142
Preliminary expenses, 94
Preliminary review, 16
Prepaid expenses, 90, 94
insurance, 90
miscellaneous, 94
taxes, 93
Processed and finished goods, 64
Processes, 17, 88
Production costs and expenses, 66, 141
Profit and loss statement, 137, 221, 227
classification of accounts, 26, 137, 138,
152
distinction between annual and subse
quent, 173
examination of, 137
foreign currency, 169
forms of, 172, 233
importance of, 10, 75,148,190
nature of, 4, 9,10
presentation, 147
working statements, 139
Profits
accounting principles, 6, 7,130,131
deferred, 117
foreign exchange, 170
gross, 143
intercompany, 66,132,164
net, 130, 147
of subsidiaries, 54,145
operating, 145, 223
unrealized, 131

INDEX
Pro-forma statements, 176
Program of examination, 31, 156, 195,
198, 225
Property, plant and equipment, 73, 210,
226
acquisition for securities, 74
additions, 76, 77, 78
appraisals, 74, 75, 83, 86
balance sheet presentation, 86
beginning balances, 74
classification, 73, 79
confirmation by officers, 87
construction orders, 77
deductions, 79
installation and moving charges, 78
internal check of, 21
overhead capitalized, 77, 78
plants constructed, 76
plants purchased, 76
replacement reserves, 86
revaluation adjustments, 74, 75, 130,
133-134
Prospectuses, 173
Publicity expenses, 141
Purchase contracts, 66, 70, 78
Purchases, 141
from affiliated companies, 76, 163
internal control of, 18, 21,137
of plant, 76, 78
Qualifications
in accountant’s report, 176,180,181
in foot-notes, 175
Reacquired shares and bonds, 6, 51, 55,
123,124,125
Rebates, 45, 63
“Reducing balance” method of deprecia
tion, 81
Refunded bonds, 91
Registration statements, 31, 148, 172, 176,
180 (see also “Securities and Ex
change Commission”)
Rent, 94,107,118,145,149
Repairs, 73
examination of charges, 77, 79
expense, 146,149
relation to depreciation, 81, 82
Replacement
costs, 67, 74
reserves, 86,121
Reports (see “Accountant’s Report”)
Research expenses, 95,143
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Reserves, 116, 218
accounting principles, 6
appropriated surplus, 86,121
at beginning of period, 22, 23
at consolidation or merger, 120
balance sheet presentation, 122
for additional taxes, 119
for anticipated losses, expenses and lia
bilities, 118
for bad debts and discounts, 45, 119
for claims and damages, 119
for commitments, 70, 119
for contingencies, 109, 119
for depreciation, 74, 76, 80, 85
for federal taxes, 105
for foreign exchange fluctuations, 120,
169
for insurance, 118
for inventories, 69,119
for investments in subsidiaries, 54
for marketable securities, 52
for pensions, 120
for plant replacement and improve
ment, 86,121,130
for repairs, 119
for returnable containers, 46
provisions from profit and loss, 119, 149
secret, 69, 119
sinking fund, 114,120
types of, 116
Resolutions, of directors and stockholders,
14,30, 171
capital stock, 124,125
dividends, 127
investments and advances, 51
property valuations, 75, 76, 134
reserves, 118
schedules of, 151
subsidiaries’ assets, 163
Responsibility of accountants (see “Ac
countant’s responsibility”)
Responsibility of directors, 171
Retail store inventory practice, 63
Returnable containers, 46
Returned goods, 46, 141
Revaluation surplus
balance sheet presentation, 133, 135
definition, 130
Revaluation of fixed assets, 74
Review in beginning work, 16
Review of business and organization, 16
Review of financial reports, records and
system, 17
Rights, 126, 128
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Royalties
deferred charges, 94
deferred credits, 118
expense, 149
in inventories, 65
liabilities, 107

Salaries
accrued, 104
deferred, 94
expense, 143,144
Sales, 222
cost of, 141,222
deductions, 141
gross, 140
gross profit on, 61,143,223
internal control, 20, 21,137
net profits on, 145, 223
publication of, 148
Securities and Exchange Commission
regulations, 148
tests of, 43, 44, 60
to affiliated companies, 140,163
Salesmen
advances, 46
commissions, 105,143
drawing accounts, 94
expense, 105,143
Schedules, 150 (see also “Working pa
pers”)
accounts receivable, 42,153,155
bank accounts, 155
cash count, 34
construction, 155
inventory, 155, 158
notes payable, 100
notes receivable, 42
property, plant and equipment, 153,155
securities, 154
Scope of examination, 1,31
Scrip certificates, 126, 127
Secret reserves, 69,119
Securities, 50, 204
audit of, 50
balance sheet presentation, 57
confirmation of, 50
control of, 23, 51
hypothecation, 50
income from, 51
in subsidiaries and affiliates, 52
marketable, 52
other investments, 56
reacquired shares and bonds, 55
Securities acts, 171,172, 173,179,180

Securities and Exchange Commission, 4, 8,
53, 133, 131, 149, 159, 172, 175,
178,179
Securities exchanges
agreements with, 31
Selling expenses, 65,143, 223
Shares (see “Capital stock”)
Signatures
authorized, 17
cheques, 20,36
confirmations, 25,112
notes payable, 22,100
notes receivable, 42
Sinking fund
investments, 57
method of depreciation, 81
reserves, 114, 120
transactions, 114
Statements (see also “Financial State
ments”)
bank, 35, 36, 37
of customers’ accounts, 21
of profit and loss (see “Profit and Loss
Statements”)
of resources provided and applied, 26,
28,173
of surplus, 10,136,149
vendors, 102
Stockholders
amounts due from, 46
amounts due to, 108
authorizations and resolutions of (see
“Resolutions”)
minority interests, 160,162,164
Straight-line method
depreciation, 80
amortization of bond discount, 91
Subscriptions
as deferred credits, 118
capital stock, 46,123, 126,128
employees’, 126
Subsidiary companies
accounts payable, 104, 138
accounts receivable, 43, 44,138
adjustments in accounts of, 163
consodilated statements, 159, 161
dividends, 53,146, 170
earnings of, 53, 54, 145, 146, 163,167
examination of, 161, 162
financial statements, 167
foreign, 160, 168
intercompany profits, 53
investments in, 52, 53, 88
management fees, 144

INDEX
Subsidiary companies (Continued)
plant purchases from, 76
sales to, 140
surplus of, 131
Supplies, 68, 69, 78, 87, 95
Surplus, 129, 279
appropriated, 121,130
available for dividends, 129, 135
balance sheet presentation, 130,135
capital, 130,133,134,135
definitions, 129, 130
donated, 130,133
earned, 129, 130, 135
of subsidiary, 131
paid-in, 130,133
reserves, 121
restrictions on, 135
revaluation, 130, 133, 135
“Standard Practice in Presentation of”,
13°
statements of, 10,136, 149
Surtax on undistributed profits, 106,147

Taxes
accrued, 105
additional 106, 110, 119
capitalization of, 77
capital stock, 93,106,147
deferred, 93
federal, 105, 146
franchise, 143
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Taxes (Continued)
in registration statements, 149
property taxes, 65, 77,142
returns, 106
surtax, 106,147
Trade discounts, 45,63,141
Trade marks, 88
Treasury bonds, 51, 55, 57, 115
Treasury stock, 7, 51, 55, 57, 123, 124,
125,130
Trial balances, 26, 29,138,151,152
Trustees, 113,114

Unit costs, 64,144,174
Unrealized profits, 6, 53, 54,117,131
Unrecorded liabilities, 97
Valuation, 8, 75
“Verification of Financial Statements”,
182

Wages
accrued, 104
expense, 141
Warrants, 126,128
Working financial statements, 26,153
Working papers, 150 (see also “Sched
ules”)
continuous file, 150
current, 151
preparation, 158

